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COMING— 


In the December issue, for several years now, we have published 
papers from the annual University of Chicago Law School tax con- 
ference, one of the tax highlights of the year. The papers are always 
prepared by top, talented, skillful taxmen. The subjects are selected 
after many months of careful planning and represent those shaded areas 
in tax law on which more light is needed. We do not have space here 
to mention all of the subjects to be covered, but the following will give 
you a comprehensive idea of the scope and depth of this conference: 


“Accounting Treatment Counts in Determining Net Taxable Income,"’ 
by Raymond A. Hoffman, of Price, Waterhouse and Company, Chicago. 
(Accounting treatment’s importance, aside from the basic dependency 
upon underlying facts, in determining tax consequences.) 


“Tax Planning for Incorporation,’’ by John S. Pennell, of McDermott, 
Will and Emery, Chicago. (Time-of-incorporation viewpoint on corpo- 
rate capital structures, partial incorporations and multiple corporations.) 


“Tax Opportunities and Pitfalls in the Purchase and Sale of Cor- 
porate Businesses,’’ by Richard H. Levin, of D’'Ancona, Pflaum, Wyatt 
and Riskind, Chicago. (Tax technicalities in disposing of corporate 
businesses.) 


“Current Developments Affecting Loss Corporations,"’ by Albert E. 
Arent, of Berge, Fox and Arent, Washington, D.C. (Recent decisions’ 
impact on Sections 269 and 382.) 


“Tax Aspects of Estate Distributions,’"’ by William K. Stevens, of 
The First National Bank of Chicago. (Analysis of income taxation of 
testamentary assets.) 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. HZditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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IN THIS ISSUE 


Andrew Kopperud and J. Bruce Donaldson. Hanging over the 
head of every successful business, like the sword of Damocles, is a 
surtax on unreasonable accumulation of earnings. For many years 
this was known by the cryptic title of Section 102. The 1954 Code 
changed the package and the name. The new package misled a num- 
ber of persons into believing that the burden of proof had been shifted 
categorically to the government. However, the burden remains with 
the taxpayer to prove the absence of a purpose to avoid the imposition 
of a surtax upon its shareholders by failure to distribute accumulated 
profits. So it was held in the Pelton Steel decision. Thus when the 
package was opened in the Tax Court last April, it was found to 
contain the same horrible stuff. 


In their article, “The Burden of Proof in Accumulated Surplus 
Cases,” at page 827, Andrew Kopperud and J. Bruce Donaldson say 
that Sections 531-537 have not resolved the business and tax problems 
produced by old Section 102: “There remains a surtax on improperly 
accumulated earnings which is nebulous and uncertain in application 
and is severe in impact.” 


Mr. Kopperud is a member of the California bar, possessing an 
LL.B. from the University of California. For four years prior to 
October 15, 1957, he was a Special Attorney, Trial, Chief Counsel’s 
Office, Internal Revenue Service, Chicago Region. He has now re- 
turned to California to practice with a San Francisco law firm. 


Mr. Donaldson studied law at the University of Detroit (LL.B.) 
and New York University (LL.M.). He is a member of the Michigan 
and Illinois bars; and for four years prior to August 30, 1957, he also 
was a Special Attorney, Trial, Chief Counsel’s Office, Internal Reve- 
nue Service, Chicago Region. At present he is practicing law in 
Detroit. 


Richard D. Hobbet. The doctrine of constructive receipt is an 
intriguing one, particularly in taxation because of its impact. It 
taxes you on “what you ain’t got-—yet.” It is a tax on hope. There 
is a theory being pursued through a line of decisions of the Tax Court 
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that when a corporation makes a distribution in redemption of its 
stock, this distribution is a dividend constructively received by the 
stockholders who have not had their stock redeemed. This theory 
was hammered home in two recent Tax Court decisions, Zipp and 
Holsey. But the author of “The New Attack on Stock Redemptions” 
at page 830, like many other attorneys, hopes for a reversal. “Al- 
though it is quite possible that Holsey will be reversed . . . the pos- 
sibility also exists that it will become a part of our tax law, both under 
the 1939 Code and, through a loose reading of the 1954 Code, under 
the latter law.” But should it become a rule of law, it should operate 
“prospectively only, for if investments in closely held corporations 
are to be subject to this further restriction on withdrawals, the in- 
vestor is entitled to reasonable notice of it.” 


Richard D. Hobbet is an attorney in Milwaukee, a member of 
the firm of Michael, Spohn, Best & Friedrich. 


Benjamin M. Becker and David M. Sloan. Life insurance has 
always been—and probably always will be—a very versatile instru- 
ment serving the investment needs of the little fellow as well as the 
big fellow. Its versatility is demonstrated in its recent expanded use 
as a fringe benefit in the employment relationship. This relationship 
is not free from the impact of federal taxation. A new plan called 
split-dollar and bank-financed life insurance is unrivaled as a means 
for providing an employee with inexpensive life insurance protection. 
The Becker and Sloan article is not one explaining a tax gimmick 
but, say the authors, “The intelligent planning of business insurance 
never assumes the invariability of taxes.” 


Benjamin M. Becker is a member of the Chicago law firm of 
Becker and Savin. His coauthor, David M. Sloan, is a member of the 
Illinois bar and has specialized in estate planning and related matters. 
Their article discussing this new type of insurance plan and the federal 
tax problems which it raises begins at page 842. 


P. J. Redford. It’s interesting to speculate on the ways in which 
articles develop. Some of ours develop out of a brief, some out of 
a peeve and some out of a dinner conversation. This one, we are told, 
developed out of a dinner conversation with a tax official and the remark 
that “some constitutional lawyers believe that Congress was em- 
powered by the Sixteenth Amendment to tax gross income.” This 
seemed wrong to the author because as he remembered the Supreme 
Court’s definition, taxable income had to do with gain or profit. 


With the courage of Don Quixote, this article attacks the basic 
authority for the imposition of an income tax. The author holds that 
the difference of opinion in the mine-run of present-day tax-finding 
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problems can be traced to the seemingly contradictory obiter dicta of 
the United States Supreme Court. “Probably no one who is familar 
with accounting terms and their use in everyday business life will 
disagree with the assertion that if gross income and net income are 
used by the Supreme Court in their generally accepted meanings 
,’ then the Court contradicts itself because gross income and net 
income are not the same thing as those terms are generally used. 





The author is manager of the tax department of one of the large 
drug store chains, Walgreen Co. 


David L. Samuels. All sales manuals for life insurance suggest 
the selling of policies to provide funds for the purchase of a deceased 
partner’s interest. This is an admirable motive. However, the pur- 
chasing of such life insurance creates more problems now than it 
solves. It raises problems in the general field of partnership law and 
in the field of tax law. Consequently, to militate against the bad 
effects of a hastily arranged buy-and-sell agreement, the services of 
an attorney are needed. The author has written his article out of some 
sad experiences which were the result of no advice or bad advice. 
He, like many other attorneys, was called upon to loosen the knot 
after it had been securely tied. The article does not indict life insur- 
ance selling or life insurance salesmen, but is written objectively for 
the purpose of emphasizing that there are risks which stem from the 
income tax and the estate tax. The author believes that in recent years, 
life insurance salesmen have made considerable progress toward ac- 
quiring a professional standing and that he has great respect for their 
standing, their integrity and for the valuable services the majority 
perform for the public and the companies they represent. “Those en- 
titled to use the initials ‘CLU’ . . . take seriously their responsibilities 
to their clients. . . . However, just as members of other professions 
are embarrassed by some of the older practitioners who were admitted 
to practice before educational requirements were as strict as at the 
present time, so the CLU’s . . . too often find an unwelcome recep- 
tion . . . because of the tactics employed by certain old-fashioned 
‘life insurance salesmen’ who are interested only in making sales as 
quickly as possible without a great deal of regard to the needs of the 
client or the accuracy of statements made in accomplishing the sale.”’ 


Mr. Samuels was graduated from the University of California’s 
Hastings College of The Law and was admitted to practice in Cali- 
fornia in 1936. He is a member of the American Bar Association Sec- 
tion of Taxation and of the Committee on Partnerships. He is a part- 
ner in the Palo Alto law firm of Samuels, Thoits & Lehman. 


Hart H. Spiegel. We are not very far in point of time from another 
session of Congress, sessions of state legislatures, local elections and 
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referendums. The extent to which money should be spent to promote 
or to defeat legislation and be deducted for tax purposes is one of 
serious concern. Highhandedness in disallowing certain expenditures 
of this type may be high-mindedness on the Treasury’s part indicating 
zeal in serving the public; but on the other hand, the people have the 
right to petition government for redress of grievances—a right which 
must be protected. Mr. Spiegel’s article (at page 863) appeared a 
few months ago in the California Law Review. It is an excellent 
analysis of the broad frame of reference within which deductibility 
must be sought—‘ordinary and necessary business expense.” It is a 
provocative article about a question which should receive consideration 
by the Congress. 





Hart H. Spiegel, a member of the California bar, is a partner in the 
firm of Brobeck, Phleger & Harrison, San Francisco. 


George W. Peak. The preparation of tax returns, their filing and 
all the associated efforts having to do with the determination of tax 
liabilities have become an important business activity, and it isn’t 
only the giant corporations that have tax departments. “Organiza- 
tion of Tax Management in Electric Utility Companies” was written 
for our magazine by the director of organization planning of the 
Public Service Company of Indiana. The author’s charts show tabula- 
tions of a study of the organizational setups tax departments in this 
industry. See page 883. 


William Poindexter. There are fat tax advantages to thin incor- 
porations, Mr. Poindexter points out in discussing this relatively new 
device for protecting part of the shareholders’ investment from the 
tax collector. Thin corporations even have the courts divided on 
their acceptability, one court going so far as to say: “We know of 
no rule which permits the Commissioner to dictate what portion of 
a corporation’s operations shall be provided for by equity financing 
rather than by debt.” This article traces the tax theory applied to thin 
corporations from its inception, analyzing the meaningful phrases of 
decisions which have impact upon the problem of debt ratio and how 
it is computed. The article begins at page 880. It is a revised speech 
which Mr. Poindexter gave at a recent meeting of the Tax Committee 
of the Los Angeles Bar Association. He is a Los Angeles attorney. 


Fred L. Cox. What this gentleman had to say about certain phases 
of state taxation of public service companies, at the Seventh Annual 
Conference of the Southeastern Association of Tax Administrators, is 
set out at page 892. Mr. Cox is the director of foreign corporation 
income taxes, Department of Revenue, State of Georgia. 
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INTERPRETATIONS 


The federal courts, the Tax Court and the Internal 
Revenue Service interpret the law by their numerous 
decisions. . . . In this department of the magazine, 
the reader will find comments on decisions and 
rulings selected from this never-diminishing stream. 


As A SAFETY MEASURE you had best 
use registered mail for filing petitions—at least those before the 
Tax Court. A notice of deficiency was mailed to the taxpayer by 
registered mail. However, the taxpayer mailed his petition to 
the Tax Court by ordinary mail and somehow there was no date 
in the postmark stamped on the envelope. The petition was 
received 14 days after the expiration of the 90-day period which 
is provided for the filing of such petitions. The stamps on this 
envelope were canceled by black, wavy lines, but no date was 
included in the cancellation of the stamps and no postmark date 
was ever stamped on this envelope by the Post Office Depart- 
ment. The taxpayer couldn’t prove the date of his mailing the 
petition and, consequently, the case was dismissed for lack of 
jurisdiction.—Luther A. Madison, CCH Dec. 22,596, 28 TC —, 
No. 154. 


A TRUCK DRIVER who ate all three of 
his meals away from home because he made a round trip and 
had a long day was not entitled to deduct the cost of these meals 


as expenses incurred away from home.—Sam J, Herrin, CCH 
Dec. 22,597, 28 TC —, No. 155. 


Tuts TAXPAYER is a victim of infantile 
paralysis. He cannot walk unaided. Because of his physical 
condition, he cannot use public transportation and, consequently, 
owns a specially designed automobile which he drives to and 
from work. He deducted the expenses of driving to and from 
work. He argued his own case before the Tax Court on two 
grounds; one, that the deduction for these expenses should be 
allowed as they are incurred in earning his income, since if he 
didn’t have such an automobile he couldn’t keep his job and, two, 
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deduction for these expenses should be allowed as medical 
expenses. The Tax Court commented that most of his arguments, 
rather than relating to the merits of the case, related to the 
“merits of our taxing system.” The Tax Court had to turn him 
down but not without a tear. 


“We are fully aware of the hardship that may well result 
from our approval of the Commissioner’s determination, in view 
of the petitioner’s limited earning power and substantial medical 
expenses, both of which are attributable to his poor physical 
condition. The law however does not allow us to make excep- 
tions, even in the most appealing cases.”—James Donnelly, CCH 


Dec. 22,592, 28 TC—, No. 150. 


O RNAMENTAL TREES and shrubs on resi- 
dential property are to be treated as an integral part of the 
property. They do not take a separate basis. If a hurricane 
hits and destroys the trees, the loss can be shown by taking the 
difference between the value of the residential property imme- 
diately preceding the hurricane and the value after the hurricane. 
The cost of removing the debris would also be a loss as a result 
of the hurricane.—Western Products Company, CCH Dec. 22,582, 
28 TC —, No. 143. 


THe COMMISSIONER is authorized to 
determine income by a method which will, in his opinion, clearly 
reflect a taxpayer’s income. This general statement received a 
modification by the Eighth Circuit, at least as far as insurance 
premiums are concerned. Here a taxpayer had constantly em- 
ployed the cash-basis system and, under this system, had been 
deducting the entire amount of insurance premiums in the year 
paid, although part of the payment was for insurance coverage 
of future years. The Tax Court had gone along with the Com- 
missioner, who would permit the taxpayer a deduction for only 
the current year’s insurance premiums. The Eighth Circuit 
seemed reluctant to upset an accounting practice that had been 
established by the taxpayer over a period of years. “The tax- 
payer deducted the insurance premiums in the year paid. This is 
the usual and ordinary way for a cash basis taxpayer to handle 
expenses. To require the taxpayer to treat its insurance pay- 
ments on an accrual basis would . . . create a divided and incon- 
sistent method of accounting.” In failing to disturb the taxpayer’s 
method of accounting, the court has disturbed the Commissioner’s 
rule of tax accounting. The Commissioner in 1934 ruled that the 
cost of prepaid insurance running more than one year must be 
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prorated. (G. C. M. 13148.) After the decision in DeBlois, the 
Commissioner reversed his position in conformity with that deci- 
sion. (G. C. M. 20307.) After the Boylston Market decision, the 
Commissioner reverted to his original position requiring prora- 
tion (G. C, M. 23587.) 


The two cases to which the circuit court made reference 
are Commissioner v, Boylston Market Association, 42-2 ustc § 9820, 
and Welch v. DeBlois, 38-1 ustc § 9118. In both of these cases, 
the Commissioner was seeking to upset the taxpayer’s accounting 
method, but in one he was urging a proration of the insurance 
premiums and in the other he urged that all premiums be 
deducted in the year paid. In each of these cases, the Commis- 
sioner could not disturb the taxpayer’s system of accounting.— 
Waldheim Realty and Investment Company v. Commissioner, 57-2 
ustc § 9717 (CA-8). 


H ERE’S A CASE of a taxpayer who used his 
car to get to and from his place of work and, also, to transport 
his tools from his home to his place of work. He was allowed 
those expenses which were attributable to the transporting of 
his tools, and he was not allowed those expenses which were 
attributed to commuting. The court said “that the automobiles 

. . in addition to being used... to commute between... 
home and the various layouts at which he [the taxpayer] worked 
also were used by him in his business or trade.”—Charles 
Crowther, CCH Dec. 22,595, 28 TC —, No. 153. 


Tue WIFE sued for divorce, praying that 
she be awarded her husband’s interests in certain partnership 
businesses, A settlement was made between the parties, but later 
the wife filed a motion to vacate the decree. This, in the main, 
was an attack upon the property settlement of the decree of 
divorce. This motion was overruled. Now, on the partnership 
tax return, the legal fees in connection with this divorce pro- 
ceeding were deducted. The partnership contended that these 
attorney fees were directly related to the conservation of the 
partnership business, but the Tax Court would not go for this 
idea, looking upon them as purely personal expenses of the part- 
ner being divorced. Another facet of this case is that the 
divorced husband listed his wife as an exemption on the theory 
that her motion to vacate the divorce decree revived the marriage. 
The Tax Court didn’t go along with this theory either.—Estate 
of James E. Walsh, CCH Dec. 22,591, 28 TC —, No. 149. 
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WASHINGTON TAX TALK 


As Secretary of the Treasury, Robert Bernerd Anderson, recently 
sworn into office, automatically holds numerous government posts. 


Our Cover: The Secretary 


Robert Bernerd Anderson was nominated 
to be Secretary of the Treasury by Presi- 
dent Eisenhower on May 29, 1957. His 
nomination was confirmed by the Senate on 
June 28, 1957, and he was sworn into office 
a month later. 


Mr. Anderson served in the Department 
of Defense as Secretary of the Navy from 
February 4, 1953, to May 3, 1954, when he 
became Deputy Secretary of Defense. He 
held this position until] August 4, 1955, when 
he resigned from government service. 


As Secretary of the Treasury, Mr. Anderson 
is United States Governor of the International 
Bank for Reconstruction and Development 
and of the International Monetary Fund. 
He is a member of the Defense Mobilization 
Board, National Munitions Control Board, 
Loan Policy Board of the Small Business 
Administration, Foreign-Trade Zones Board, 
Joint Committee on Reduction of Non- 
essential Federal Expenditures, Board of 
Directors of the Federal Farm Mortgage 
Corporation, Board of Trustees of the Postal 
Savings System, Smithsonian Institution, 
Board of Trustees of the National Gallery 
of Art, National Park Trust Fund Board, 
the Foreign Service Buildings Commission 
and a trustee of the Franklin D. Roosevelt 
Memorial Library. 


On the interdepartmental level, the Sec- 
retary is (1) chairman of the National Ad- 
visory Council on International Monetary 
and Financial Problems, which co-ordinates 
the policies and operations of government 
agencies which make or participate in the 
making of foreign loans or engage in foreign 
financial exchange or monetary transactions ; 
(2) managing trustee of the Federal Old- 
Age and Survivors Insurance Trust Fund, 
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which manages the fund from which social 
security benefits are paid; and (3) chair- 
man of the Library of Congress Trust Fund 
Board, which accepts, holds and adminis- 
ters gifts, bequests, or devises of property 
for the library. 


Mr. Anderson was born in Burleson, John- 
son County, Texas, on June 4, 1910. He 
was graduated from the University of Texas 
Law School in 1932. While still in law 
school he entered the race for the Texas 
Legislature, passing his courses for gradua- 
tion after his election to that body. 


The Supreme Court 


Marketable product rule applied to de- 
pletion cases.—Mine owners may take per- 
centage depletion allowances on income 
from manufacturing or other nonmining 
activities which are needed to make the 
mineral product (brick and tile clay) com- 
mercially marketable. This was the Fifth 
Circuit’s holding in 13 cases which the 
United States Supreme Court has just re- 
fused to review. The government, which 
had appealed the Fifth Circuit’s rulings, 
estimated that the decisions could lead to 
$133.5 million in tax refunds and an annual 
revenue loss of up to $88.5 million. 


A depletion allowance, of course, is a tax 
deduction for the use of natural resources. 
Section 114(b)(4)(B) of the Internal Reve- 
nue Code provides in part: “The term ‘min- 
ing’, as used herein, shall be considered to 
include not merely the extraction of the 
ores or minerals from the ground but also 
the ordinary treatment processes normally 
applied by mine owners or operators in 
order to obtain the commercially marketa- 
ble mineral product or products.” 
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Victor C. White and Andrew W. Brainerd 
called the turn on these 13 cases in their 
article “Percentage Depletion of Minerals-— 
A Costly Study in Definitions,” 34 Taxes 
97 (February, 1956). They stated that all 
processes normally applied in both the min- 
ing and manufacture of the mineral product 
up to the point at which it is marketable 
commercially are properly included in the 
depletion base. It must be shown that the 
processes are (1) “ordinary treatment pro- 
cesses” normally applied throughout the 
industry and (2) are requisite to render the 
product commercially marketable. If these 
two requirements are met, the processes 
are subject to depletion. 


One of the 13 cases mentioned above 
was U. S. v. Merry Brothers Brick and Tile 
Company, 57-1 ustc §9527. The taxpayer 
mined brick and tile clay, and processed 
the clay into burnt brick and tile. There 
was no market for the mineral except in the 
form of burnt brick and tile. The processes 
used by the taxpayer, from the mining of 
the clay to the loading for shipment, were 
ordinary treatment processes normally ap- 
plied by mine operators in processing raw 
clay into burnt brick and tile. Thus, the 
taxpayer was entitled to compute its per- 
centage depletion deduction on the basis of 
the selling price of the finished brick and 
tile f. o. b. plant, loaded for shipment. The 
government had contended that all of these 
operations were not a part of the mining 
process and, thus, the depletion allowance 
should be figured on a smaller value. 


A case similar to the 13 referred to above 
is Dragon Cement Company, Inc. v. U. S., 
57-1 ustc § 9674. The government con- 
tended that the mining terminated and the 
depletion base was arrived at when the 
mine operator had prepared the cement 
rock for conversion, and that the subse- 
quent operations (during which it under- 
went a chemical change and ceased to be a 
mineral) constituted a manufacturing proc- 
ess not allowable in computing the depletion 
base. The First Circuit, in vacating the 
parts of the lower court’s decision which 
upheld the government’s view, concluded 
that the mine operator was entitled to a 
percentage depletion deduction based upon 
its gross income from cement. It was the 
first commercially marketable mineral prod- 
uct obtained from the deposit (calcium car- 
bonate) after the ordinary treatment processes 
normally applied by such mine owners. The 
court added that to the extent that Treas- 
ury Regulation 111 was inconsistent with 
this conclusion, it must be declared invalid. 
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Mr. White and Mr. Brainerd also clarified 
the question as to what minerals are en- 


titled to percentage depletion. Under the 
1939 Internal Revenue Code, stone was one 
of the minerals entitled to depletion. The 
authors stated that it appears that the meaning 
of “stone” is merely “a concreted earthy 
or mineral mass.” However, in 1955 the 
Internal Revenue Commissioner ruled that 
gypsum (a mass of hard solid mineral) was 
not stone and was not entitled to percentage 
depletion. The taxpayer brought suit to 
recover a refund. 


The district court (Illinois) held that 
gypsum is stone and is entitled to a 5 per 
cent percentage depletion. This case in- 
volved a construction of the 1939 Code, 
and the decision affects only the years 1951 
through 1953. Section 613(b) of the 1954 
Code names about 100 minerals on which 
percentage depletion is allowable. If any- 
thing is missed, it can be included in the 
term “all other minerals,” on which the rate 
is 15 per cent. Thus, gypsum is entitled 
to 15 per cent depletion for 1954 and sub- 
sequent years because it falls within the 
classification of “all other minerals.” 


Certiorari granted by new court.—There 
are a multitude of tax cases on the Supreme 
Court docket this term and certiorari was 
granted and denied in a number of them. 
The Supreme Court granted certiorari in 
the following two cases. 


Colony, Inc. v. Commissioner (Dkt. No. 
306).—A real estate dealer overstated his 
bases of land sold, thereby omitting from 
his gross income more then 25 per cent of 
the gross income shown on the return. The 
Sixth Circuit affirmed the Tax Court deci- 
sion which held that the five-year statute 
of limitations in Section 275(c) of the In- 
ternal Revenue Code was applicable. The 
real estate dealer argued that the three-year 
statute of limitation period of Section 275(a) 
of the 1939 Code should be applied. The 
Supreme Court granted certiorari to deter- 
mine which statute of limitations should be 
applied as other circuits have disagreed 
with the Sixth Circuit. 


Commissioner v. Stern (Dkt. No, 311).— 
A decedent died leaving an insolvent estate 
and various insurance policies which desig- 
nated his widow as beneficiary, but over 
which the decedent retained, during his 
lifetime, the right to draw cash surrender 
values and the right to change the bene- 
ficiary. The Sixth Circuit reversed the Tax 
Court holding that the widow was liable 
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The Burden of Proof 


in Accumulated Surplus Cases 
By ANDREW KOPPERUD and J. BRUCE DONALDSON 


The accumulated earnings tax, originally imposed on corporations 

by Section 102 of the 1939 Code, is a penal tax designed to require compliance 

with other sections of the 1954 Code. Its application is dependent 

upon the existence of the purpose of avoiding income tax on 

shareholders. Section 534 of the 1954 Code supplied a new provision with respect 
to burden of proof. It is this provision which is discussed 

by the authors in terms of whether it has resolved the business 

and tax problems produced by Section 102 of the 1939 Code. 


ETAINED EARNINGS have gained 

importance in corporate financing. The 
corporation of small or medium size is 
least able to meet the problems of obtain- 
ing additional capital from outside sources. 
Therefore, these corporations have, either 
from sound fiscal policy or economic neces- 
sity, turned increasingly to retained earn- 
ings as a source of capital. 


Section 102 of the 1939 Internal Revenue 
Code imposed a surtax on corporations 
improperly accumulating earnings. To the 
closely held corporation and to the widely 
owned corporation controlled by a few 
stockholders,’ the section created genuine 
concern as to the tax consequences of re- 


taining earnings. Application of the section 
was nebulous and uncertain; the surtax, 
if imposed, was severe.* The uncertainty 
and severity of the tax, together with the 
importance of retained earnings for corpo- 
rate financing, combined to produce sub- 
stantial business and tax problems. 


Section 102 of the 1939 Code is carried 
into the 1954 Code by Sections 531 through 
537. Generally, the statutory framework, 
the base and the rate of tax are not changed 
by the 1954 Code. 


Section 532 imposes a surtax upon cor- 
porations* “formed or availed of for the 
purpose of avoiding the income tax with 





1 Where the corporation has a wide stockholder 
base and no single stockholder or related group 
has effective control, the accumulated earnings 
surtax, although technically applicable, has 
never been successfully asserted. However, in 
the situation where the widely held corporation 
is controlled by a small group of stockholders, 
the surtax has been imposed. (Trico Products 
Corporation, CCH Dec. 12,425, 46 BTA 346 
(1942), aff'd, 43-2 ustc { 9540, 137 F. (2d) 424, 
(CCA-2), cert. den., 320 U. S. 799 (1944): Trico 
Products Corporation v. McGowan, 46-2 ustc 
{ 9338, 67 F. Supp. 311 (DC N. Y.), aff'd, 48-2 
ustc § 9344, 169 F. (2d) 343 (CCA-2), cert. den., 
335 U. S. 899 (1948). 


Accumulated Surplus Cases 








2 In addition, imposition of the surtax exposes 
the director-stockholder to the possibility of 
derivative suit. Such a _ stockholder suit is 
brought upon the theory that the director-stock- 
holder profited by minimizing his tax at the 
expense of the corporation. Following Trico 
Products Corporation, cited at footnote 1, the 
stockholders instituted a derivative suit. The 
suit was ultimately settled by payment to the 
corporation in the amount of $2,390,000. (New 
York S. Ct., N. Y. Cty, File 28485-1947.) 

% Exceptions: The accumulated earnings tax 
does not apply to (1) a personal holding com- 
pany, (2) a foreign personal holding company 
and (3) an exempt corporation, (Sec. 532(b).) 
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respect to its shareholders . . . , by permit- 
ting earnings and profits to accumulate 
instead of being divided or distributed.” 
The rate of tax is 27% per cent of accumu- 
lated taxable income up to $100,000, and 
38% per cent of accumulated taxable in- 
come in excess of $100,000. The tax is 
imposed upon “accumulated taxable in- 
come” which is defined in Section 535(a). 
The accumulated earnings tax is in addi- 
tion to the normal and surtax on corpo- 
rations. It is a penal tax not designed to 
produce revenue per se but, rather, to 
assist compliance with the other parts of 
the Code—particularly, to enforce the 
progressive individual income tax rates. 


Application of the accumulated earnings 
tax is dependent upon the existence of the 
interdicted purpose to accumulate earnings 
in order to prevent income tax on share- 
holders. 


Corporate purpose is difficult to examine. 
In an attempt to provide a method for 
determining corporate purpose, Section 533 
provides a rebuttable legal presumption 
that “the fact that the earnings and profits 
of a corporation are permitted to accumu- 
late beyond the reasonable needs of the 
business shall be determinative of the pur- 
pose to avoid the income tax with respect to 
shareholders, unless the corporation by the 
preponderance of the evidence shall prove 
to the contrary.” 

The criteria of said “purpose,” as the 
condition upon which imposition of the 
tax depends, and the unreasonable accumu- 
lation presumption, as to the existence of 
such purpose, are carry-forwards from 
Section 102 of the 1939 Code. Because of 
the difficulty of ascertaining corporate pur- 
pose, in practice, the litigating ground upon 
which most Section 102 cases were tried 
and decided was whether the accumulation 


*Other important changes which the 1954 


was beyond the reasonable needs of the 
business. It is in this area that the 1954 
Code has wrought its major change.‘ 


Section 534 of the 1954 Code added a 
new provision in respect to the burden of 
proof. 


The reports of the Committee on Ways 
and Means and the Committee on Finance 
reflect the background for enactment of 
Section 534. The following from the Sen- 
ate report summarizes the reasons: 


“Your committee agrees with the House 
that this imposition of the burden of proof 
on the taxpayer has had several undesirable 
consequences. The poor record of the 
Government in the litigated cases in this 
area indicates that deficiencies have been 
asserted in many cases which were not 
adequately screened or analyzed. At the 
same time taxpayers were put to substantial 
expense and effort in proving that the 
accumulation was for the reasonable needs 
of the business. Moreover, the complaints 
of taxpayers that the tax is used as a 
threat by revenue agents to induce settle- 
ment on other issues appear to have a con- 
nection with the burden of proof which 
the taxpayer is required to assume. It 
also appears probable that many small 
taxpayers may have yielded to a proposed 
deficiency because of the expense and 
difficulty of litigating their case under the 
present rules.” * 


Section 534 of the 1954 Code, provides 
in part: 


“Sec. 534. Burden of Proof. 


“(a) General Rule—In any proceeding 
before the Tax Court involving a notice 
of deficiency based in whole or in part on 
the allegation that all or any part of the 
earnings and profits have been permitted 
to accumulate beyond the reasonable needs 
of the business, the burden of proof with 
respect to such allegation shall— 


“(1) if notification has not been sent . . 
be on the Secretary or his delegate, or 


“(2) if the taxpayer has submitted the 
statement , be on the Secretary or 
his delegate with respect to the grounds 
set forth in such statement ... .”' 


months after close of the year as a reduction of 


Code made in the accumulated earnings tax are 
the following: (1) definition of ‘‘reasonable 
needs of the business” to include the reason- 
ably anticipated needs of the business (Sec. 
537); (2) application of the tax only to the un- 
reasonable portion of an accumulation (Sec. 
535(c)); (3) provision for a minimum accumu- 
lated earnings credit (Sec. 535(c)); (4) allow- 
ance of dividends paid within two and one-half 
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the tax base (Sec, 535(a)); (5) certain other 
technical changes in the computation of the 
tax base (Sec. 535). 

°H. Rept. 1337, 83rd Cong., 2d Sess., p. 52: 
S. Rept. 1622, 83rd Cong., 2d Sess., pp. 70, 71. 

*S. Rept, 1622, 83rd Cong., 2d Sess., p. 70. 

71954 Code Sec. 534 was amended on August 
11, 1955, by Pub. L. 367, Secs. 4 and 5, 84th 
Cong., 1st Sess., so as to apply Sec. 534 retro- 
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Under the general scheme of this section, 
the Commissioner, prior to the issuance 
of a notice of deficiency, will notify the 
taxpayer of the proposed assertion of an 
accumulated earnings tax. The taxpayer 
upon receipt of notice is permitted to sub- 
mit a statement of grounds, together with 
facts sufficient to show the basis thereof, 
on which he relies to establish that earnings 
have not been accumulated beyond reason- 
able business needs. Failure by the Commis- 
sioner to send notice, or failure by the 
taxpayer after receipt of notice to file a 
statement of grounds, places upon the omit- 
ting party the burden of proof with respect 
to whether earnings have been accumulated 
beyond the reasonable needs of the busi- 
ness. Where the statutory procedure is 
followed, that is, notice sent and sufficient 
statement filed, the burden is upon the 
Commissioner as to the grounds for ac- 
cumulation set forth in the statement. 


There are three important technical as- 
pects to Section 534. First, the language 
of the section restricts its application to 
Tax Court proceedings. As a practical 
matter, this restriction will probably result 
in the virtual elimination of district courts 
or the Court of Claims as a choice of 
forum.* Second, the procedure outlined in 
the section is permissive and not manda- 
tory. Either the Commissioner or the 
taxpayer may choose against the procedure 
and assume the attendant burden. Last, 
in order to place upon the Commissioner 
the burden of proof for the reasonableness 
of the accumulation, the taxpayer is re- 
quired to submit a proper and adequate 
statement of grounds. No guideposts exist 
as to what is sufficient.® 


This article examines the status of the 
burden of proof under Section 534 as it is 
being developed by tax practitioners, the 
Commissioner and the Tax Court. 


The Department of Treasury before en- 
actment of the 1954 Code held out op- 


timism for the broad effect of the revised 
burden. During the appearance of Secretary 
Humphrey and Under Secretary Folsom at 
the hearings before the Senate Committee 
on Finance, Mr. Folsom stated: 


“Mr. Chairman, you will note that these 
are some provisions that are designed 
particularly to help small business. There 
has been considerable criticism in the past 
of the application of this section 102 which 
penalizes what is called an unreasonable 
accumulation of earnings in order to avoid 
the stockholders’ paying individual income 
taxes. Under this proposal we would shift 
the burden of proof to the Government 
to show that they must prove that the 
amount being accumulated is unreasonable 
and not necessary for the business. We 
think that is going to relieve the minds of 
a lot of small business concerns and it will 
be helpful generally.” ” 


The Commissioner’s present approach to 
Section 534 has practical importance and 
is strengthened by the fact that it has, in 
part, been accepted by the Tax Court. 


(1) The Commissioner takes the posi- 
tion that in spite of Section 534, the ulti- 
mate burden of proof remains upon the 
taxpayer. His analysis is as follows: Im- 
position of the accumulated earnings tax 
depends upon the existence of a “purpose 
of avoiding the incom. tax with respect 
to its shareholders . . . by permitting 
earnings and profits to accumulate instead 
of being divided or distributed.” The 
burden of proof requires that the evidence 
be directed to and fairly prove an absence 
of the condemned purpose. The difficulty 
in ascertaining corporate purpose is made 
more complex by the rebuttable presump- 
tion that if the accumulation is “beyond the 
reasonable needs of the business,” that fact 
“shall be determinative” of the “purpose.” 
The measurement of accumulation against 
reasonable needs of the business does not 

(Continued on page 876) 





(Footnote 7 continued) 

actively to pending proceedings, whether aris- 
ing under 1939 Code Sec. 102 or under 1954 Code 
Sec. 531 through 537, tried on their merits after 
the date of enactment of the bill, August 11, 
1955. 

8 The reports of the Committee on Ways and 
Means and the Committee on Finance contain 
no reference to, or explanation for, differenti- 
ating between the Tax Court and the other 
forums, that is, district courts and the Court 
of Claims. (H. Rept. 1337, 83rd Cong., 2d Sess., 
pp. 52, A173: S. Rept. 1622, 83rd Cong., 2d 
Sess., pp. 70, 71, 315.) No adequate justification 
is apparent. 

® As originally proposed, the House provision, 
H. R. 8300, required that the statement of 
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grounds must also contain ‘‘facts sufficient to 
apprise the Secretary or his delegate of the 
basis thereof.’’ The Senate Finance Committee 
altered this language stating: ‘‘Your committee 
believed this requirement was somewhat too 
rigid and has substituted ‘facts sufficient to 
show the basis thereof’."” (S. Rept. 1622, 83d 
Cong., 2d Sess., p. 71.) This indication of Con- 
gressional intention, together with the purpose 
of the statement within the Sec, 534 procedure, 
would indicate that the construction placed on 
the requirement to state sufficient facts should 
not be technical or involved. 

” Hearings, Committee on Finance, on the In- 
ternal Revenue Code of 1954, April 7, 1954, 
p. 123. 
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The New Attack on Sto 


The Commissioner's victory in the Holsey case, holding that a corporate 
distribution in redemption of stock is a constructive dividend 
to the remaining stockholders, has caused concerned comment among 


stockholders of closely held corporations. 


The author reviews the history of stock-redemption cases and expresses 
the opinion that if Holsey is appealed, it will quite possibly be reversed. 


VOR MANY YEARS the Commissioner 
has sought to limit ‘the use of capital 
gain rates for taxing gains realized from 
redemptions of stock by asserting that the 
redemption was essentially equivalent to a 
dividend paid to the stockholder whose 
stock was redeemed. Under the 1939 In- 
ternal Revenue Code his reliance was on 
- Section 115(g), and the taxpayer was faced 
with demonstrating that the distribution 
was in complete or “partial” liquidation of 
the corporation within the meaning of Sec- 
tion 115(c). Under the 1954 Internal Reve- 
nue Code the Commissioner has Sections 
301 and 316 together with the constructive- 
ownership rules of Section 318, while the 
taxpayer whose stock is redeemed may 
obtain help from Sections 302, 303, 304 and 
346. A partial liquidation under the 1954 
Code is limited to the special type involving 
a contraction of the business of the corpo- 
ration and no longer has the broad meaning 
assigned to it in Section 115(c) of the 1939 
Code." 


But the Commissioner apparently has not 
been satisfied with the results ot his past 
efforts in stock redemption cases. Now he 
has broadened his attack on redemptions by 
asserting in some cases that the distribution 
by a corporation in redemption of its stock 
may be essentially equivalent to dividends 
constructively received by the stockholders 
who have not had their stock redeemed. 
After abortive attempts in this direction in 
the cases of Ray Edenfield, CCH Dec. 19,236, 
19 TC 13 (1952), and Joseph P. Schmitt, 
CCH Dec. 19,663, 20 TC 352 (1953), rev'd, 
54-1 ustc 7 9156, 208 F. (2d) 819 (CA-3), 
the Commissioner seems to have backed 
off briefly to select cases having more 
favorable situations. The renewal of his 


1It also includes one of a series of redemp- 
tions in complete liquidation, but this too, of 
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attack has been in cases particularly well 
suited to this theory and the Tax Court 
has responded in two cases with deci- 
sions upholding the Commissioner. These 
cases are the recent ones of Louis H. Zipp, 
CCH Dec. 22,358, 28 TC —, No. 32 (1957), 
and Joseph R. Holsey, CCH Dec. 22,522, 
28 TC —, No. 107 (1957). The Tax Court 
has embraced the Commissioner’s theory 
with such real gusto that an intent might 
be evidenced to apply it broadly. Some 
reason for anticipating that the Tax Court 
would take this view was given by its deci- 
sions in Henry E. Prunier, CCH Dec. 22,327, 
28 TC —, No. 4 (1957), and Pelton Steel 
Casting Company, CCH Dec. 22,344, 28 TC 
—, No. 20 (1957), where the court indicated 
a belief that the remaining stockholders 
were the taxpayers benefiting from the re- 
demptions of stock. The possibility of this 
view being complemented by a decision ex- 
pressly in point evoked considerable com- 
ment before the Holsey case; now the ogre 
is in our midst. 


The Commissioner’s argument, at first 
glance, has considerable appeal and, in fact, 
does not represent so great an extension of 
a generally accepted line of cases as to 
cause the mind initial difficulty in making 
the progression. Its appeal lies in the fact 
that a corporation’s surplus has been used 
to transfer a greater percentage of own- 
ership of the corporate stock to the 
remaining stockholders. Thus, for a con- 
sideration paid by the corporation, a benefit 
has been transferred to the remaining stock- 
holders, the corporation receiving only cer- 
tificates of stock having no intrinsic value 
to it. The line of cases on which the Com- 
missioner has relied and which requires 
seemingly but slight extension to support 


course, 
affairs. 


involves a contraction in corporate 
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edemptions 


| By RICHARD D. HOBBET 


his theory is represented by the leading case 
of Wall v. U. S., 47-2 ustc 7 9395, 164 F. 
(2d) 462 (CCA-4). In that case, Wall, 
who was one of two equal stockholders of 
Rosedale Dairy Company, Inc., had pur- 
chased all of the stock belonging to the 
other stockholder, giving his personal notes 
in payment therefor and pledging the stock 
as collateral. Later he entered into a con- 
tract with Rosedale by which Rosedale 
agreed to. pay his notes, and he transferred 
to it his interest in the stock. By this 
transaction he achieved the same result as 
if the corporation had redeemed the selling 
stockholder’s shares, and Wall argued that 
he should be taxed as though this had, in 
fact, been done. 
on the theory that Rosedale had purchased 
stock for Wall’s personal benefit, but on 
the theory that a dividend had been paid 
by the discharge of Wall’s obligation. To 
extend the principle in that case to the 
situation involved in Holsey and Zipp, the 
Tax Court found it necessary merely to 
shift the emphasis from the discharge of 
an obligation to the receipt of a “benefit” 
by the remaining stockholder.’ 


Although taxability of stock redemptions 
to the stockholder whose stock has been 
redeemed has been the subject of a great 
deal of written comment, some mention of 
this subject is necessary here to put this 
discussion in proper context. The history 
of controversy over stock redemptions re- 
flects taxpayers’ attempts to obtain corpo- 
rate accumulations at capital gain rates, 
instead of at the ordinary tax rates, and 
the Commissioner’s resistance to such at- 
tempts. In general, the Commissioner, with 
an occasional assist from Congress, has, 


2 The situation in Zipp is obscured by the fact 
that 46 of the 48 shares purchased by the cor- 
poration were transferred directly to the re- 
maining stockholders. Thus, the Wall case 
could well be considered directly in point as 
to the consideration for such 46 shares. How- 
ever, the consideration paid by the corporation 
for the other two shares was treated by the Tax 
Court as a distribution to the remaining stock- 
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The court taxed Wall, not. 


over the years, had increasing success in 
his attacks on redemptions. After Eisner v. 
Macomber, 1 ustc { 32, 252 U. S. 189 (1920), 
established the nontaxability of stock divi- 
dends, Congress hastily passed the fore- 
runner of Section 115(g) of the 1939 Code, 
which provided that if a redemption of 
stock issued as a stock dividend were essen- 
tially equivalent to a taxable dividend, the 
distribution would be so treated. In 1926 
this provision was broadened to include any 
redemption of stock, whether or not it had 
been distributed as a-stock dividend, if it 
was essentially equivalent to a taxable divi- 
dend. Similar provisions were retained in 
later revenue acts, as well as in the 1939 
Internal Revenue Code as Section 115(g). 


In spite of the rather general, and poten- 
tially broad, scope of Section 115(g), the 
Commissioner was often rebuffed by the 
courts, particularly in the earlier cases. 
Some courts became enmeshed in distinc- 
tions between redemptions followed by 
actual cancellation and retirement of the 
stock, and mere purchases of stock to be 
retained by the corporation as treasury 
stock, taxing the former as equivalent to 
dividends and the latter as sales or ex- 
changes. This distinction was doomed 
from its inception by the fictitious nature 
of the distinction. Though there were dif- 
ferences from the standpoint of corporate 
law, there was no real difference in the 
amount or type of economic benefit realized 
by the stockholders. 


While some courts continued to wrestle 
with this distinction, others emphasized 
business purpose and refused to find a dis- 
tribution to be essentially equivalent to a 
dividend where a business purpose could 
be demonstrated either for the distribution 
of stock, which was subsequently redeemed, 
or for the purchase of stock.‘ But decisions 
of this type were destined to give way, 
though slowly in some instances, to the 
“net effect” test which came into promi- 
nence following the decision of the Supreme 
Court in Commissioner v. Estate of Bedford, 
45-1 ustc J 9311, 325 U. S. 283. 


Though the many decisions in this area 
created a great deal of confusion by the 
plethora of tests which they purported to 
apply, some definite principles began to 


holders also, and to this extent, at least, the 
ease is one involving a redemption of stock 
from the retiring stockholder. 

3 For example, Alpers v. Commissioner, 42-1 
ustc { 9297, 126 F. (2d) 58 (CCA-2). 

4For example, Patty v. Helvering, 38-2 ustc 
q 9446, 98 F. (2d) 717 (CCA-2); Commissioner 
v. Snite, 49-2 ustc | 9470, 177 F. (2d) 819 (CA-7). 
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emerge during the last decade, the prin- 


cipal ones being given recognition in Sec-: 


tion 302 of the 1954 Code. In general, a 
redemption would normally be recognized 
as a “partial liquidation” (as the phrase was 
used in Section 115(c) of the 1939 Code) 
and not essentially equivalent to a dividend 
under Section 115(g), if the stockholder 
receiving the distribution materially changed 
his position vis-a-vis either the corporation 
or the other stockholders. As an example 
of a change in position vis-a-vis the corpo- 
ration, the partial liquidation of a corpora- 
tion of the type codified in Section 346(b) 
of the 1954 Code can be cited. Here stock- 
holders have changed their position relative 
to the corporation by materially changing 
the nature and scope of the business of the 
corporation owned by them. A redemption 
of stock from only one stockholder, the 
result of which is a substantial and material 
reduction in his percentage interest or a 
complete termination of his interest in the 
corporation, is an example of a material 
change in position vis-a-vis the other stock- 
holders.* 


In 1954, as the cases on redemptions of 
stock were beginning to reduce the uncer- 
tainty in this area, the case of Zenz v. Quin- 
livan,® came upon the scene. Following the 
Commissioner’s defeat in the court of ap- 
peals, he announced, in Rev. Rul. 54-458,' 
that he would adhere to the principle of the 
decision, but he also gave notice of his new 
theory for attacking redemptions as consti- 
tuting constructive dividends to the remain- 
ing stockholders.’ This ruling appears to 
mark the Commissioner’s decision to make 
a serious attempt to establish the theory 
with which he had experimented in Edenfield 
and Schmitt, both cited above. Since that 
time, the Commissioner’s selection of cases 
in which to litigate his new theory evidences 


a better plan for its establishment than had 
previously been apparent. 

Having been beaten in Zenz v. Quinlivan 
because of the material change in the posi- 
tion of the retiring stockholder vis-a-vis the 
remaining stockholder, the Commissioner 
seized upon this very change in position and 
asserted it to be the sine qua non of the in- 
clusion of the distribution to the retiring 
stockholder in the taxable income of the re- 
maining stockholders. The Holsey case dem- 
onstrates the Tax Court’s acceptance of this 
position. 

The petitioner in that case, Joseph R. 
Holsey, was the president of J. R. Holsey 
Sales Company (hereinafter called Sales 
Company), a corporation holding an Olds- 
mobile retail franchise and engaged exclu- 
sively in the business of automobile sales 
and service. It had been in this business 
sincé April, 1936, at which time it had been 
organized by another corporation, Greenville 
Auto Sales. Greenville’s stock was owned 
principally by Holsey’s father throughout the 
period relevant to this case. Two days after 
Sales Company was organized, Greenville 
extended to Holsey an option to buy 50 per 
cent of the former’s outstanding stock for 
$11,000 and, within ten years of the exercise 
of said option, to buy the balance of the 
stock for a price to be agreed on. In No- 
vember, 1939, Holsey exercised his option 
and bought ten shares (50 per cent of the 
outstanding stock) for $11,000. At that time 
the net worth of the company, as shown by 
its books, was apparently about $27,000. In 
1946 the net worth had increased to approx- 
imately $100,000 and, at that time, another 
option was extended by Greenville to Holsey 
to buy the remaining ten shares at a price 
of $80,000 at any time prior to June 28, 1951. 
On January 19, 1951, the net worth of Sales 
Company was apparently about $325,000, 
and on that date Holsey assigned his option 
to Sales Company. On the same date Sales 
Company exercised the option, paying Green- 
ville $80,000 for all the stock which it then 
held in Sales Company. 

On these facts, the Tax Court found that 
the redemption of Greenville’s stock was, 


*Such a complete redemption of one stock- 
holder's interest might also be considered to 
result in a change in position with respect to 
the corporation as it terminates the relationship 
of stockholder and corporation. 

*54-2 usrc § 9445, 213 F. (2d) 914 (CA-6), 52-2 
ustc { 9418, rev’'g 106 F. Supp. 57 (DC Ohio, 
1952). In that case the sole stockholder of a 
corporation desired to sell the entire corpora- 
tion to another individual. In order to help 
provide funds for this, a plan was worked out 
by which the purchaser bought a part of the 
stock and the corporation redeemed the balance 
of it. On these facts, the district court held 
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that in effect, a dividend had been paid to the 
seller reducing the size of the corporation, and 
the purchaser had then bought all of the stock 
of the company. The court of appeals re- 
versed, stating that the plan, as worked out. 
was entitled to recognition and that the seller 
had received no dividend because she termi- 
nated her interest in the corporation. 

7 1954-2 CB 167; see also Rev. Rul, 55-745, 
1955-2 CB 223, indicating that the same rule 
would be applied under the 1954 Code. 

* This ruling might well have been prefaced 
with this paraphrase of a toast, ‘‘Confusion to 
our taxpayers.’’ 
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under Section 115(g), essentially equivalent 
to the distribution of a “constructive divi- 
dend” to Holsey in the amount of $80,000, 
citing Wall v. U. S., cited above, and Thomas 
J. French, CCH Dec. 21,730, 26 TC 263 
(1956), in support of its decision. Holsey 
made the same argument which the court 
considered so conclusive in Edenfield—that 
he had no obligation to purchase the stock 
and, therefore, he could not be considered 
to have received any distribution. The court 
didn’t even bother to cite Edenfield in dis- 
posing of this argument, perhaps from sheer 
embarassment, and said that the payment 
could be “for the stockholder and therefore 
constructively received by him.” The key to 
the court’s decision is in its next statement: 


“The test is a benefit test—whether or 
not the payment was for the personal bene- 
fit of the stockholder and personal benefits 
can result to a stockholder in situations 
other than satisfying his obligations.” 


Thus, the court’s decision must-be that a 
realized financial or economic benefit was in 
some way transferred to Holsey, the con- 
sideration for which was paid by the distri- 
bution of $80,000 from Sales Company to 
Greenville. The Tax Court did not include 
in its terminology relating to “benefit” the 
phrase “financial or economic” which is 
added here as a necessary qualification of 
“benefit” (see, for example, Commissioner v. 
Smith, 45-1 ustce § 9187, 324 U. S. 177, 181 
(1945)); nor did it speak of a “realized” 
benefit, although that adjective is also ap- 
pended here to recognize the principle that 
only realized gains are taxable. It is as- 
sumed that the Tax Court impliedly included 


these adjectives in its use of the term 
“benefit.” Y 


In adopting a “benefit” test as the basis 
of its decision, the Tax Court must have 
gazed first, and somewhat wistfully, at Com- 
missioner v. Court Holding Company, 45-1 
uste § 9215, 324 U. S. 331 (1944), which bears 


*The Tax Court has discussed this benefit 
received by the remaining stockholders in sev- 
eral cases, for example, Emeloid Company, Inc., 
CCH Dec. 17,713, 14 TC 1295 (1950), rev'd, 51-1 
ustc { 66,013, 189 F. (2d) 230 (CA-3); Joseph P. 
Schmitt, Henry E. Prunier, and Pelton Steel 
Casting Company, all cited in text. Conceivably 
the court might have placed its reliance on the 
type of case represented by Clark v. Commis- 
sioner, 36-2 ustc { 9364, 84 F. (2d) 725 (CCA-3), 
and Sanborn v. Commissioner, 37-1 ustc { 9128, 
88 F. (2d) 134 (CCA-8), cert. den., 301 U. S. 700. 
See also Harrison v. Schaffner, 41-1 ustc { 9355, 
312 U. S. 579. In the Clark case, the taxpayer 
caused a corporation, of which he owned all 
the stock, to transfer property to a trust created 
by him. This was held to be a dividend to the 
taxpayer on the theory that the payment was 
on his behalf or for his benefit. However, the 
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some resemblance to Holsey. Although 
Court Holding Company involved the tax- 
ability of the gain on a sale of corporate 
property, the f ceceflnen Court made certain 
statements which could have been useful to 
the Tax Court. It said: 


“A sale by one person cannot be trans- 
ferred for tax purposes into a sale by an- 
other by using the latter as a conduit 
through which to pass title.” 


What is most important to the Holsey 
case is that the Supreme Court used the 
above idea to convert a sale of property by 
a stockholder of a corporation, after distri- 
bution by the corporation of such property 
in complete liquidation, into a sale by the 
corporation, merely because the sale was 
negotiated initially on behalf of the corpo- 
ration. Thus, the Court considered the 
stockholder a mere conduit for passage of 
title. On the same reasoning, in Holsey the 
Tax Court might have said that the pur- 
chase of Greenville’s stock was negotiated 
by Holsey, and title merely passed through 
the corporation as a conduit. Indeed, its 
opinion is played in this key, even though 
the key signature is missing. The failure to 
cite Court Holding Company, however, is not 
hard to fathom. The principle announced 
in Court Holding Company has proved dif- 
ficult to defend, and the Supreme Court all 
but reversed that case by distinguishing it 
on very narrow grounds in U. S. v. Cumber- 
land Public Service Company, 50-1 ustc J 9129, 
338 U. S. 451 (1949). Thus, it no longer can 
be considered a strong factor in our present 
tax law.” Perhaps its citation might even 
have weakened the Holsey case by revealing 
better the ephemeral foundation on which 
the decision rests. 


Coming back to the Tax Court’s “benefit” 
test, one is immediately led to the question, 
“What was the benefit received by Holsey?” 
Whatever it was, it was, of course, intimately 
tied to the increase in his percentage of in- 





court rejected this line of cases as its authority 
and said that ‘‘the absence of a personal plan 
and motive in making ihe distribution will not 
characterize the transaction as not essentially 
equivalent to a taxable dividend.’’ Thus, one 
is led to the bold principle announced in Holsey 
—that it is the receipt of benefit (a greater 
percentage interest in the corporation), as a 
result of the distribution by the corporation 
in redemption of its stock, that makes the dis- 
tribution essentially equivalent to a dividend. 
This forthrightness should not be criticized, as 
the tax law already has too many areas difficult 
to administer and precarious to taxpayers be- 
cause of principles dependent upon subjective, 
rather than objective, tests. 

% Section 337 of the 1954 Code offers a way 
to avoid, in some instances, whatever residual 
effect Court Holding Company may still have. 
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terest in the outstanding stock of Sales 
Company, which, as a result of the redemp- 
tion, increased from 50 per cent to 100 per 
cent. The two major benefits which he 
thereby received were (1) his acquisition 
of complete control over the affairs and 
properties of Sales Company and (2) the 
increase in the book value, and undoubtedly 
the fair market value, of the stock which 
he owned in Sales Company. The book 
value of his shares increased from about 
$162,500 to about $245,000. No finding was 
made as to any increase in fair market value. 


Of course, it is hornbook law in the field 
of federal taxes that an increase in the 
value of an asset is not a realized taxable 
gain, whether or not it be called a “benefit,” 
and that taxation of such appreciation must 
await disposition of the assets.” The Tax 
Court indicated no disposition to quarrel 
with this fundamental principle, and, there- 
fore, it must be assumed that the “benefit” 
of which the court spoke was not the appre- 
ciation in the value of Holsey’s shares of 
stock, but the increase in his control over 
Sales Company’s affairs and properties.” 


Accepting, for the moment, the Tax Court’s 
theory on this point at face value, it would 
appear that Holsey received a realized eco- 
nomic or financial benefit for which he per- 
sonally gave no consideration, and therefore, 
he was properly taxed on the consideration 
paid by the corporation for this benefit. But 
the court then indicates that the problem is 
not yet settled and that the corporate mo- 
tives must be examined. Though the court 
does not say baldly that a valid corporate 
business purpose for the purchase would 
have avoided the tax to Holsey, it certainly 
implies it when it states that the question 
of whether the purchase serves a business 
purpose of the corporation is a “factor . . 
to be considered,” and follows this with a 
page of argument demonstrating the lack of 
such purpose.” But, of course, Holsey would 
have received whatever benefit he did re- 
ceive regardless of what purpose prompted 
the corporation to make the purchase. Also, 





 Helvering v. San Joaquin Fruit and Invest- 
ment Company, 36-1 ustc § 9144, 297 U. S. 496; 
General Utilities & Operating Company v. Hel- 
vering, 36-1 ustc { 9012, 296 U. S. 200 (1935); 
LaBelle Iron Works v. U. 8., 5 ustc § 1369, 256 
U. S. 377 (1921); Hisner v. Macomber and 
Schmitt v. Commissioner, both cited in text. 

2 This same appreciation in value might also 
be considered to have accrued to each of the 
shares purchased by the corporation, because 
the corporation's ability to raise additional cap- 
ital through sale of its stock had been enhanced 
by the redemption at less than book value. 

“It had once been thought that the Tax 
Court recognized a valid corporate purpose for 
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it is evident that the consideration surren- 
dered by Holsey, if any, would not have 
been varied in the slightest by the presence 
of what the court would consider a valid 
corporate purpose. Thus, the Tax Court 
evidently was not examining the corpora- 
tion’s motives to determine whether Holsey 
received a benefit. Therefore, a further con- 
dition which the Tax Court would appear to 
require before a redemption is taxed as a 
dividend to the remaining stockholders is 
that the corporation receive no “corporate 
benefit” in return for the consideration which 
it has paid. 

This is an element which is strange to 
the dividend field. Congress certainly never 
intended that dividends would escape tax if 
the corporation received a benefit thereby. 
Suppose a dividend bought the peace of 
minority stockholders, or avoided the sur- 
tax on accumulated surplus or on personal 
holding company income, or, in the case of 
a foreign subsidiary of a domestic corpora- 
tion, avoided the impoundment of assets by 
a foreign government. All these might be 
valid corporate purposes, but no one, least 
of all the Commissioner, has ever suggested 
that this might prevent the government 
from asserting a tax on the recipients of the 
dividends. If the Tax Court is to reject the 
receipt of the retiring stockholder’s stock as 
a consideration supporting the distribution, 
as it appears to have done in Holsey, then 
it does not seem that a discussion of busi- 
ness purpose is apropos. The distribution 
has been made—the only question should 
be whether it results in a realized financial 
or economic benefit to the remaining stock- 


holder. If so, it is difficult to see why a 
business purpose should change the tax 
result. 


But accepting also this new element at 
face value, one might ask whether Sales 
Company did not, in fact, receive a substan- 
tial corporate benefit by reason of its pur- 
chase of the stock of Greenville and the 
subsequent enhancement of its ability to 
raise additional capital. The Tax Court 


any stock redemption. This thought was based 
on the case of Dill Manufacturing Company, 
CCH Dec. 10,712, 39 BTA 1023 (1939). See also 
Gazette Publishing Company v. Self, 52-1 ustc 
{ 9293, 103 F. Supp. 779 (DC Ark.). But it is 
very doubtful that this idea will persist after 
the court's decisions in Pelton Steel Casting 
Company and Holsey, both cited in text. There 
should still be no doubt, however, that such a 
purpose might be recognized in some instances. 
See Mannheimer and Friedman, ‘‘Stock-Retire- 
ment Agreements—The Prunier and Sanders 
Cases,"’ 35 TAXES 567 (August, 1957). 
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found that these shares of stock had a sub- 
stantial value over and above their cost to 
Sales Company. They could undoubtedly 
have been resold by Sales, Company for 
more than $80,000, and such a transaction 
would have left Holsey with the same con- 
trol he had originally, albeit an increased 
book value for his shares. It has long been 
a practice of some corporations to buy and 
sell their own stock, and gains from such 
transactions have many times been consid- 
ered as taxable to the corporations." Thus, 
Sales Company did, in fact, receive a benefit 
by acquiring stock having a book value of 
$162,500 for $80,000. That it may not have 
suited the purpose of Holsey to have Sales 
Company sell the stock is beside the point. 
Such a sale presumably might be made at 
any time and the capital which could thus 
be raised would be proportionately greater 
than that which could have been raised 
through sales of stock prior to the redemp- 
tion. To refuse to recognize this as a bene- 
fit to the corporation is to ignore its separate 
identity. This the courts do not countenance.” 


The Tax Court itself held in one case 
that a parent corporation received a tax- 
able dividend upon distribution to it of 
shares of its own stock held by its subsidi- 
ary, the amount of the dividend being held 
to be equal to the fair market value of such 
stock. (Golden State Theatre & Realty 
Corporation, CCH Dec. 11,740-C, BTA 
Memo, Op., Dkt. 101526 (March 28, 1941), 
aff'd, 42-1 ustc $9281, 125 F. (2d) 641 
(CCA-9).) If Golden State received a suf- 
ficient benefit from receipt of its own shares 
for such receipt to be considered a taxable 
dividend to it, surely Sales Company must 
have received a “benefit” from the purchase 
of its stock sufficient to satisfy the business- 
purpose test considered important by the 
Tax Court. 


It is also interesting to consider what 
Holsey’s position might have been had he 
exercised the option himself and purchased 
the Sales Company stock from Greenville 


4 For example, Commissioner v. Batten, Bar- 
ton, Durstine & Osborn; Inc., 49-1 ustc § 9117, 
171 F. (2d) 474 (CA-2, 1948). It is ironic that 
in this type of case the “‘intracorporate pur- 
pose’’ of readjusting capital stock interests 
between stockholders has been considered, by 
the Tax Court particularly, an important factor 
in avoiding tax on the gain. For example, see 
U. 8. v. Anderson, Clayton & Company, 55-2 
ustc { 9747, 350 U. S. 55; Commissioner v. Lan- 
ders Corporation, 54-1 ustc { 9230, 210 F. (2d) 
188 (CA-6); Brockman Oil Well Cementing Com- 
pany, CCH Dec. 13,285, 2 TC 168 (1943); Dr. 
Pepper Bottling Company of Mississippi, CCH 
Dec. 12,884, 1 TC 80 (1942). 

% Casale v. Commissioner, 57-2 ustc 
(CA-2). 
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personally. Recalling that Holsey was a 
stockholder in Greenville, as well as a vice 
president and director, and that the stock 
had a book value of about $162,500, it seems 
likely that the Commissioner might have 
successfully asserted a tax on Holsey on the 
theory that he had received additional com- 
pensation or a dividend from Greenville, 
measured by the difference between the con- 
sideration of $80,000 and the value of the 
stock purchased. Compare Commissioner v. 
LoBue, 56-2 ustc $9607, 351 U. S. 243, 
where a stock option granted an employee 
was held to be income to him in the amount 
of the difference between the option price 
and the value at the time the option was 
exercised.” Indeed, if the Tax Court in- 
tended to place Holsey in the same position 
he would have been in had he received a 
cash dividend from Sales Company and 
then purchased the stock from Greenville, 
the court might have taxed him on the 
difference between the fair market value 
of the stock and the price of $80,000 as an 
additional benefit flowing from Greenville 
to him in addition to the dividend he con- 
structively received from Sales Company. 
One might also imagine that, on the basis 
of the Tax Court’s recent decision in Pelton 
Steel Casting Company, cited above, the same 
transaction of redeeming stock might have 
been the basis for the assertion of the Section 
102 surtax on accumulated earnings of Sales 
Company in the prior year, 1950. One’s 
mind rebels from the idea that such drastic 
tax results might flow from a simple re- 
demption of stock. Indeed, only three years 
ago a contributor to tax literature, comment- 
ing on the Schmitt case, said that to state 
the proposition “that the purchase by a cor- 
poration of its own hee is an event 
which constitutes a realization of income 
to the remaining stockholders illus- 
trates its absurdity.” One wonders what 
his comment might be on the cumulative 
effect of Holsey, Zipp and Pelton Steel Cast- 
ing Company! 





1% But compare Palmer v. Commissioner, 37-2 
ustc {§ 9532, 302 U. S. 63. Compare also the 
bargain-purchase theory as expounded by such 
cases as Stanley V. Waldheim, CCH Dec. 21,532, 
25 TC 839, and J. H. Timberlake, CCH Dec. 
12,517, 46 BTA 1082 (1942), aff'd, 42-2. ustc 
{ 9822, 132 F. (2d) 259 (CCA-4), and the theory 
advanced by the Commissioner and adopted by 
the Tax Court in John Q. Shunk, CCH Dec. 
16,253, 10 TC 293 (1948), rev'd, 49-1 ustc { 9232, 
173 F. (2d) 747 (CA-6), and F. W. Leadbetter, 
CCH Dec. 13,434(M), 2 TCM 626. 

” Pavenstedt, ‘‘Use of Corporate Funds to 
Buy Out a Stockholder—The Schmitt Case and 
Its Ramifications,’’ Proceedings of New York 
University Twelfth Annual Institute on Federal 
Taxation, pp. 302, 315 (1954). 
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But these flights of fancy are perhaps not 
yet justified by the Holsey and Zipp cases. 
Furthermore, this type of criticism is the 
easiest to make and yet often leads no- 
where, for the contradictions and potentially 
horrendous consequences held up for in- 
spection may be illusory and found to rest 
on the sand of a slipshod opinion. In spite 
of the inconsistencies between the opinion 
in Holsey and the over-all fabric of our tax 
law, the Commissioner might still point to 
the increase in a remaining stockholder’s 
control of a corporation which has redeemed 
a part of its stock and win the day; for it 
is not difficult to be persuaded that the net 
effect of a redemption, in which a remaining 
stockholder’s position has been changed 
vis-a-vis the retiring stockholder, is a bene- 
fit realized by the remaining stockholder 
which is best measured by the distribution 
of the corporation. The contradictions in- 
troduced by the discussion of corporate 
purpose in the Holsey case might well fall 
by the wayside in following decisions, leav- 
ing simply the receipt of “benefit” by 
stockholders upon a distribution in redemp- 
tion of stock as the touchstone of their 
liability for a tax on that distribution. 


But does it necessarily follow that a 
change in position between stockholders as 
a result of a redemption is accompanied by 
a transfer of benefit between the stock- 
holders? It is submitted that there is no 
greater benefit passing to the remaining 
stockholders than passed from them to the 
retiring stockholder, and, therefore, upon 
balance no net benefit has been received 
by the remaining stockholders. The _ in- 
creased control, which the remaining stock- 
holders have, has got been the subject of a 
transfer from the retiring stockholder. Rather, 
a division of the corporation has been ac- 
complished, and both the retiring stock- 
holder and the remaining stockholders have 
had their control of certain assets enlarged 
as a result thereof. The retiring stockholder 
has received sole and complete control over 
certain corporate assets in consideration for 
his interest in the corporation. The remain- 
ing stockholders have, in turn, complete and 
sole control of the corporation, with its 
assets depleted by the assets used in making 
the redemption.” 


If it can be said that there is a transfer 
of benefit from the retiring stockholder to 


1%’ Compare the theory of the dissenting judges 
in Lillian Jeffries, CCH Dec. 14,902, 5 TC 1338, 
1345 (1945). 

” The Tax Court said, ‘‘there was no thought 
of any partial liquidation of Paramount in so 
doing; no such contention is made. Paramount, 
continued the operation of its business after the 
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the remaining stockholders, that is, the ad- 
ditional control of the corporation, it can 
as well be said that there is a transfer from 
the remaining, stockholders to the retiring 
stockholder of their control, through owner- 
ship of the corporation, of the corporate 
assets used to retire his stock. Thus, the 
remaining stockholders have given value 
for the “benefit” which they have “received,” 
and the distribution by the corporation 
should not also be treated as the consider- 
ation for such “receipt of benefit.” 


This is perhaps best seen by examining 
the Commissioner’s new theory as it might 
be applied in a partial liquidation situation. 
As yet, the Commissioner’s theory has been 
applied only where there is a change in the 
position of the retiring stockholder vis-a-vis 
the remaining stockholders. If the change 
of position is only vis-a-vis the corporation, 
that is, where the redemption is pro rata, 
then of course this issue would not arise. 
But suppose a partial liquidation, of the 
type described in Section 346(b) of the 1954 
Code, accompanies the complete termima- 
tion of one stockholder’s interest. Should 
this make any difference jn the determina- 
tion of whether the remaining stockholders 
have received a distribution essentially equiva- 
lent to a dividend? The Tax Court in its 
decision in the Zipp case™ has hinted that 
it might make a difference. In that case 
it was also held that a redemption of all 
the stock of the majority stockholder re- 
sulted in the receipt of a constructive 
dividend by the remaining stockholders. The 
Tax Court took such pains to point out that 
a partial liquidation was not accomplished 
that a reader of the decision is led to believe 
that a different result might have been 
reached if this had been the fact. If the 
Tax Court were to make this distinction, 
it would be a recognition of the fact that 
a complete termination of one stockholder’s 
interest effects a division of the corporation 
in which each stockholder group obtains 
sole control over separate assets, for the fact 
of partial liquidation makes no difference 
in the “benefit” which the remaining stock- 
holders are supposed to have received. This 
division of the business is easier to see in 
the case of a corporation distributing part 
of its business to the retiring stockholder, 
than it is when the corporation distributes 
only cash, because there is, in the former 


transaction with Louis, just as it had done 
before."’ Thus it seems clear that the Tax 
Court was using the term “‘partial liquidation”’ 
in the limited sense of Sec. 346 of the 1954 Code 
and not in the broad sense that such term was 
used in Sec. 115(c) of the 1939 Code. 
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lt is recognized that one of the 

things which helps our economic 
system to function efficiently is 

the market place of capital investment, 
such as the stock market, in which 
investors may be reasonably assured 
of being able to liquidate investments 
or switch from one to another. 


case, an actual division of the business, as 
well as the assets, of the corporation. The 
corporation contracts the scope of its busi- 
ness, and the retiring stockholder receives, 
subject to his sole and separate control, 
a part of the corporation’s former business. 
Again, it is easier to see, in this instance, 
the fact that each stockholder group has 
had its control over certain assets expanded 
as a result of the redemption. 


But the only real difference between this 
hypothetical situation and a case such as 
presented in Holsey or Zipp is that in the 
latter the retiring stockholder acquires for 
his interest in the entire corporate business 
only the cash or other liquid portion of the 
business. The corporation is left with the 
same business activities but has less work- 
ing capital with which to carry on. The 
division is just as real as in the hypothetical 
partial liquidation case—the retiring stock- 
holder now has complete control over cash 
—the remaining stockholders control a cor- 
poration reduced in size and resources, but 
engaged in the same business as before. 
Thus the distinction suggested by the Tax 
Court in Zipp with respect to partial liqui- 
dations is unrealistic and should not form 
a basis for different tax results. 

It is suspected that the Tax Court has 
been led into its recently adopted position 
partly because of its propensity for apply- 
ing an “equivalent test.” This is somewhat 
like solving an algebraic equation. The Tax 
Court devises a different transaction than 
the one the taxpayer entered into, but one 
which would accomplish the same result, 


and then equates it with the actual trans- 
action. If the imagined transaction would 
result in a greater tax, this fact appears to 
persuade the court that what it considers 
to be an undesirable motive to avoid taxes 
governed the choice of form, and the court 
then recasts the transaction in the form 
more friendly to the revenue. On the other 
hand, if the taxpayer claims the benefit of 
an equivalent imaginary transaction, he is 
almost always rebuffed with the statement 
that he is bound by the form which he has 
chosen.” In both the Holsey and Zipp cases 
it would seem that the Tax Court considered 
that the actual transactions accomplished 
the same result as would have been obtained 
if the remaining stockholders had purchased 
all the stock of the retiring stockholder and 
the corporation had then paid a dividend to 
the remaining stockholders. The court then 
recast the actual transactions into these im- 
aginary transactions to determine the amount 
of tax. In these instances it is submitted 
that the Tax Court has been led into error 
by its indiscriminate use of an equivalent 
test.” 


This equivalent approach undoubtedly is 
appropriate in some instances,” but it should 
be applied with caution and with due re- 
spect to the oft-stated, but much neglected, 
principle that taxpayers have the right 
to choose methods which not only will 
maximize their tax, a right which the Tax 
Court generously concedes to them, but 
which also will minimize their tax. Guid- 
ance might be gained by considering that 
the equivalents fall into three categories: 
(1) those where the “imaginary transaction” 
is simpler and involves fewer steps than the 
“actual transaction”; (2) those where the 
“imaginary transaction” and the “actual 
transaction” involve approximately the same 
complexity; and (3) those where the “im- 
aginary transaction” is more complicated 
than the “actual transaction.” If the 
equivalent falls into the first category, then 
the court should give it weight in determin- 


ing the tax liability.* However, it should 


Casale, CCH Dec. 21,921, 26 TC 1020 (1956), the 


2 Higgins v. Smith, 40-1 ustrc { 9160, 308 U. S. 
473, 477 (1939); Woodruff v. Commissioner, 42-2 
ustc J 9743, 131 F. (2d) 429 (CCA-5). 

= This approach to tax cases certainly con- 
tributed to the Tax Court's apparent error in 
Pelton Steel Casting Company. The court 
equated the real transaction—a redemption— 
with an imaginary transaction—a dividend and 
subsequent purchase. The same approach, also 
led the district court astray in Zenz v. Quin- 
livan, cited at footnote 6. 

2For example, Gregory v. Helvering, 35-1 
ustc { 9043, 293 U. S. 465; Higgins v. Smith, 
cited at footnote 20. 

23 Of course, not all cases fit neatly into one 
category or the other. For example, in Oreste 
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actual transaction consisted of the purchase by 
the corporation of an insurance annuity to fund 
a deferred-compensation agreement it had en- 
tered into with the petitioner. The imaginary 
transaction was a distribution of corporate 
funds to Casale and his purchase of an annuity. 
Quaere whether one can be considered more 
complicated than the other. It can be said that 
each transaction has two steps, but the steps 
cannot necessarily be found equal in com- 
plexity. Nevertheless, this suggested method 
will give some guidance in a number of cases. 

% See, for example, Ferro v. Commissioner, 
57-1 ustc { 9498, 242 F. (2d) 838 (CA-3), aff’g 
CCH Dec. 21,692(M), 15 TCM 485. 


837 








also receive some weight if recasting the 
transaction would benefit the taxpayer.” If 
the equivalent transaction is in the second 
or third category, the taxpayer’s choice of 
form should govern the tax effect.” It is in 
the case of the second category that a tax- 
payer should, in general, be given complete 
freedom to choose a method which will 
minimize his tax.” He hasn’t this choice in 
the third category because if he should 
select the complicated transaction, the sim- 
pler form would become the “imaginary 
transaction,” and the case would then fall 
into the first category. 

If this principle had been applied in the 
Zipp and Holsey cases, different results 
might have been obtained. In both cases 
the “imaginary transaction” involved two 
steps: (1) a purchase of stock and (2) a 
dividend. The actual transaction involved 
only one—the redemption of stock. Thus, 
in each case the taxpayer’s choice of form 
should have been conclusive and the trans- 
action should have been taxed simply as 
a redemption of stock and not also as a 
dividend. 

What would be the situation if a taxpayer 
should elect to buy out a fellow stockholder 
and simultaneously pay himself a dividend, 
thus following the “imaginary transaction” 
of the Holsey and Zipp cases? In just such 
situations, taxpayers have argued that what 
they have done is the equivalent to a re- 
demption and they should be taxed accord- 
ingly. Needless to say, they have been 
unsuccessful in such claims; * but one could 
easily imagine the Commissioner contend- 
ing that this was the equivalent of a dividend 
to both retiring and remaining stockholders 
with a reduced purchase price being paid for 
the stock. He might well take this position 
as against the retiring stockholder. Thus, 
one equivalent leads to another, with pos- 
sible error compounded with the addition 
of each one. The Tax Court would do well 
to limit its reliance on such a test to cases 
where the equivalent falls into category one 
and is, thus, a simpler transaction than the 
actual transaction.” 


* An exception might well be made where 


the taxpayer's choice of form may have con- 
tributed to an avoidance of tax by the other 
party to the transaction. 

* For example, Doran v. Commissioner, 57-2 
ustc { 9822 (CA-9), rev’g CCH Dec. 21,738(M), 
15 TCM 629 (1956). 

7 See U. 8. v. Cumberland Public Service 
Company, cited in text. Had the Supreme Court 
done this, it would not have erred as it did in 
Commissioner v. Court Holding Company, cited 
in text. There the taxpayer should have been 
permitted complete freedom of choice between 
the alternative ways of handling the same 
transaction. 
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The author states that it seems safe 

to conclude that few redemptions 

of stock seemingly qualifying under 
Section 302(b) will be held to 

be dividends instead of 

redemptions. To apply such theory 
broadly would completely emasculate 
Section 302(b) leaving it no function 
to perform, thus clearly not 
conforming to legislative intent. 


The approach to redemptions which con- 
siders them to effect a separation of the 
corporation points up a highly beneficial 
function which they perform, but which 
lately appears to be falling into disrepute 
with the Tax Court. This function is to 
provide a “market place,” albeit a limited 
one, for sale or exchange of investments in 
closely held corporations. 


It has long been recognized that one of 
the things which helps our economic system 
to function efficiently is the market place 
of capital investment, such as the stock 
market, in which investors may be reason- 
ably assured of being able to liquidate 
investments or switch from one to another. 
Such a market place contributes greatly to 
confidence in the economy as a whole and 
serves to draw capital out of the mattress, 
the sock or the savings account to be put 
to productive uses which are beneficial to 
the nation’s economy. This contributes to 
increasing productivity which, in turn, in- 
creases the flow of revenue to the various 
taxing authorities. 


The stock exchanges efficiently perform 
this service for all investors in corporations 
big enough to list their securities in such 
markets. Over-the-counter markets also pro- 
vide such service—perhaps less efficiently— 
for other securities which are held widely 
enough to create a fairly steady flow of 
sales and purchases. Investors in such secu- 
rities are permitted to buy and sell, receiv- 
ing the benefit of capital gains rates on any 


*% For example, Thomas 8S. French, cited 
in text; Woodruff v. Commissioner, cited at 
footnote 20. 

2 The Supreme Court has used a test similar 
to this. For example, in Minnesota Tea Com- 
pany v. Helvering, 38-1 ustc { 9050, 302 U. S. 
609, 613, the Court stated: ‘‘A given result at 
the end of a straight path is not made a differ- 
ent result because reached by following a 
devious path.’’ See also Griffiths v. Helvering, 
40-1 ustc {| 9123, 308 U. S. 355, 357 (1939), where 
the Court said that ‘‘a lawyer's ingenuity de- 
vised a technically elegant arrangement where- 
by an intricate outward appearance was given 
to the simple sale.’’ 
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gains, so long as they hold the investment 
for a minimum period of six months. 


Does anyone have any quarrel with the 
statement that small business still is an im- 
portant part of the American economy, worth 
preserving as well as fostering? There 
seems to be little disagreement with this 
generalization in Congress; in fact, it seems 
likely that tax legislation is forthcoming 
which will have as its purpose the encour- 
agement of small business. It is doubtful 
that many will dispute the statement that 
investment in new and small enterprises is 
absolutely necessary if we are to preserve 
the opportunity for profits for individual 
risk-takers, as distinguished from institu- 
tional and corporate investors. 


Just as basic in attracting capital to new 
and small business as it is in attracting 
capital to large companies is the “market 
place” which permits the sale or exchange 
of investments. When an investor in a 
small corporate business, for whatever of 
hundreds of reasons he might have, chooses 
to liquidate his investment, it is desirable 
that he be free to do so as is consonant with 
fairness and equity to other taxpayers. This 
freedom of exchange will encourage invest- 
ment, as well as increase the rate of capital 
circulation or turnover, and the revenues 
will not suffer thereby. 


But there is no market place, such as a 
stock exchange or over-the-counter market, 
in which investments in closely held corpora- 
tions are freely and for reasonably adequate 
considerations exchanged. Few risk-takers 
are willing to buy a part of a small business, 
and it is only where there is a mutual trust 
and confidence between risk-takers that they 
join together in a joint enterprise in which 
none of them has complete or final control. 
When it comes to liquidating such invest- 
ments, it is normally only the corporation 
which can serve the function of the market 


%* The Court of Appeals for the Third Circuit 
has recently indicated a more favorable atti- 
tude towards the function served by redemp- 
tions, of liquidating a risk-taker’s investment. 
(Estate of Lukens v. Commissioner, 57-2 ustc 
{ 9735 (CA-3), rev’'g CCH Dec. 21,873, 26 TC 900 
(1956). 

*1 Note that Sec. 532 requires use of a corpo- 
ration to avoid the income tax with respect to 
the shareholders of the corporation ‘‘by per- 
mitting earnings and profits to accumulate 
instead of being divided or distributed.’’ (Italics 
supplied.) The statute does not by its terms 
require that the earnings be distributed or 
divided as dividends taxable at ordinary rates. 
1954 Code, Ch. 1, Subch. C, Pts. I and III, deal 
with distributions by corporations and liquida- 
tions thereof. The term ‘‘distribution’’ is used 
throughout to refer not only to dividends, but 
also to redemptions and liquidations. No good 
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place and provide the funds by which the 
risk-taker’s investment may be liquidated at 
a reasonable price. And why should it not 
be so used? The investment was put into 
corporate solution by the risk-taker and, if 
all went well, profits were earned thereon 
and taxed. Why should it not also be 
withdrawn? 


The Tax Court’s current attitude, as re- 
vealed in cases such as Holsey, Zipp and 
Pelton Steel Casting Company, almost ap- 
pears to be that a double tax is required, 
at ordinary rates, on all corporate profits.” 
This seems indicated by the Tax Court’s 
pronouncement in Pelton Steel Casting Com- 
pany, that the accumulation of surplus to 
provide funds for retirement of one in- 
testor’s stock showed a purpose to avoid 
the income tax on its shareholders with 
respect to such accumulations. Was it really 
avoided, or merely limited, by the applica- 
tion of Sections 1201 and 1202? Does 
Section 532 really require that the distribu- 
tion be one taxable without the limitations 
of Sections 1201 and 1202?" The Tax 
Court thinks so, and this, coupled with its 
treatment of the distributions in Holsey and 
Zipp which resulted in the Commissioner 
receiving two taxes on each of the dis- 
tributions, would seem to evidence the 
aforementioned attitude. 


Such an attitude, if it exists, consciously 
or unconsciously, does not provide a suitable 
climate in which to interpret and apply our 
tax laws. Such laws should not be used to 
discourage a free flow and liquidity of in- 
vestments. Where this liquidity is best fur- 
nished by the corporation, no reason appears 
to discourage use of the corporation for 
this purpose. 


It is true that so-called redemptions can 
be used as a tool for tax avoidance. But the 
abuses of redemptions are capable of being 
dealt with by legislation and, indeed, have 


reason exists for construing the use of such 
term in Sec. 532 more narrowly than Congress 
itself used it in Secs. 301-346 of the Code. A 
distribution in redemption of stock cannot 
realistically be said to avoid income taxes with 
respect to shareholders. The shareholder re- 
ceiving the distribution must include the entire 
amount of such distribution in gross income to 
the extent that it does not represent merely a 
return of capital. He is then given a deduction 
from gross income by Sec. 1202, and his tax is 
limited by the alternative computations pro- 
vided in Sec. 1201. This is hardly avoidance 
of tax, though it might be considered tax mini- 
mization. Thus, one might doubt the Tax 
Court’s conclusion that the existence of the 
plan to redeem stock demonstrated, in Pelton 
Steel Casting Company, the interdicted purpose 
under Sec. 102 of the 1939 Code. 
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been. 1954 Code Sections 301-308 deal at 
some length with the problem of taxing 
corporate distributions. Section 306 will 
prevent many former abuses. Section 318 
may prove to be a potent weapon in the 
Commissioner's attempt to seek out psuedo- 
redemptions which are essentially equivalent 
to dividends. In another area, the collap- 
sible-corporation provisions are helping to 
prevent abuses of redemptions. The reor- 
ganization sections also prove their use on 
occasion, preventing liquidations and sub- 
sequent reincorporations from achieving the 
status and results of taxable transactions. 
These legislative provisions should be suf- 
ficient to keep the alternative capital gains 
tax from being availed of in most unin- 
tended situations and, if they should fail in 
certain areas, Congress can broaden the 
legislation. 


The true redemption, however, serving 
the worth-while purpose of permitting the 
withdrawal of investments, whether appre- 
ciated or depreciated, from corporate solu- 
tion, does not seem to be such a situation. 
The history of Section 115(g) of the 1939 
Code, both judicial and legislative, indicates 
an intent to tax the stockholder whose stock 
has been redeemed—not the remaining 
stockholders. To tax such a distribution to 
the remaining stockholders appears to be 
a very recent idea of the Commissioner. 
Just five years ago, the Tax Court gave 
short shrift to the idea in Edenfield, cited 
above, and even more recently the Court of 
Appeals for the Third Circuit dealt with 
it just as summarily in the Schmitt case. 
Commentators have expressed surprise at 
the idea. Certainly many tax advisers and 
businessmen must now be viewing it in a 
state of shock as they examine numerous 
transactions entered into in good faith, fully 
believing the tax on the redemption had 
been safely predicted at no more than 25 
per cent of the gain to the retiring stock- 
holders. Undoubtedly hundreds of businesses 
have been bought and sold at prices which 
took into consideration only such a 25 per 
cent tax. It was into this atmosphere of 
security that the Tax Court projected the 
Holsey and Zipp cases. 


The future will, as it always does, second 
guess those lawyers who must now deter- 
mine for their clients the effect which Holsey 
and Zipp will have on the tax law. The 
main question is whether any changes have 
been made by the 1954 Code which will 


® See Rev. Rul. 57-387, I. R. B. 1957-35, 12. 

% See S. Rept. 1622, 83d Cong., 2d Sess., pp. 
233-237 (1954). 

™% See report cited at footnote 33, at p. 231. 
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limit or broaden the application of the prin- 
ciples expounded by such cases. The 1954 
Code has, of course, materially altered the 
arrangement of, and language employed in, 
the provisions dealing with corporate dis- 
tributions and redemptions. In so doing, 
Congress has made it clear, by Section 302 
(b)(3), that if a corporation redeems all of 
the stock owned by a stockholder, the dis- 
tribution is to be treated as payment in 
exchange for his stock. It is important to 
note that this was not expressly stated in 
Section 115(c) of the 1939 Code™ Section 
302(d) then provides that a redemption, 
which does not qualify under Section 302(a) 
as an exchange, is to be treated as a dis- 
tribution of property under Section 301. By 
clear implication, a redemption which qual- 
ifies under Section 302(a) is not dealt with 
in Section 301." This is also the clear mean- 
ing of Section 301(a) which indicates that it 
is applied only to distributions under 317(a), 
whereas redemptions are defined in Section 
317(b). Section 316 adds to this thought by 
defining a dividend as a distribution of 
property out of earnings and profits and 
indicates that a distribution of property is 
one to which Section 301 applies, although 
it is not clear from Section 301(a) alone 
that this is an exclusive definition of a “dis- 
tribution of property.” Section 301(c)(1) 
then completes the circle by stating that the 
portion of a distribution which is a divi- 
dend, as defined by Section 316, is included 
in gross income.“ 


The result of this closed circle is seem- 
ingly to exclude from treatment as a divi- 
dend any redemption of stock which qualifies 
under any of the tests set out in Section 
302(b).* This, of course, includes a com- 
plete termination of a stockholder’s interest 
in the corporation. The redemptions in both 
Holsey and Zipp would probably have qual- 
ified under such test with the help of Section 
302(c)(2), which suspends the rule of Sec- 
tion 318(a)(1) (relating to constructive 
ownership of stock) in some instances. This 
would have required the Tax Court to 
choose between a finding that there was no 
redemption of stock or a finding that there 
was no dividend, had the cases been tried 
under the 1954 Code. It did not have to 
make such a choice under the 1939 Code 
because Section 115(g) permitted the taxa- 
tion of any redemption as a dividend if it 
was “essentially equivalent to a dividend.” 

*% The Commissioner may agree with this 


interpretation. Cf. Rev. Rul. 56-556, 1956-2 CB 
177; Rev. Rul. 57-387, I. R. B. 1957-35, 12. 
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The Commissioner apparently has been 
willing to rule that in situations similar to 
that in the Holsey case, the distribution is a 
redemption and not a dividend. In Rev. 
Rul. 56-556, 1956-2 CB 177, the Commis- 
sioner considered a proposed redemption of 
205 shares from a man and wife which would 
terminate their interest in a corporation en- 
gaged in the sale of automobiles under a 
dealer franchise. The declared purpose was 
to accomplish a shift of the ownership of 
the company to their son to whom they had 
previously made a gift of 80 shares. As part 
of the plan, the son was also to purchase 50 
shares from the retiring stockholders. This 
then was a situation at least as favorable 
to a decision such as Holsey as that case 
itself presented, except that the redemption 
was at current fair market value. The Com- 
missioner ruled that the distribution qualified 
under Section 302(b)(2), thus eliminating 
the possibility of its being called a dividend. 


Obviously, the Tax Court, in a case aris- 
ing under the 1954 Code similar in its facts 
to Holsey, could make a finding that there 
is no redemption, and it would not have 
to depart significantly from its opinion in 
Holsey. But its decision would then rest 
on even weaker ground than does its decision 
in Holsey. 


In short, it appears that the 1954 Code, 
by eliminating redemptions qualifying under 
Section 302(b) from treatment as distribu- 
tions under Section 301, has put a new 
obstacle in the path of the further develop- 
ment of the theory set forth in the Holsey 
case. Inasmuch as no intent can be at- 
tributed to Congress to make any change 
from the pre-1954 rule in this area, it must 
be concluded that Congress would also be 
surprised by the extension of 115(g) in the 
Holsey case. 


At the very least, it seems safe to con- 
clude that few redemptions of stock seem- 
ingly qualifying under Section 302(b) will 
be held to be dividends instead of redemp- 
tions. To apply such theory broadly would 
completely emasculate Section 302(b) leav- 
ing it no function to perform, thus clearly 
not conforming to legislative intent. The 
cases in which such a redemption would be 
held a dividend would have to decide, per- 
haps on the basis of Court Holding Company, 
cited above, that the stock purchase was 
actually negotiated and completed by the 
stockholder, the corporation merely acting 
as a conduit for the passage of title.* The 
benefit test, a poor one anyway, will proba- 
bly be of little use because the court will 
still be forced to determine whether there 
is a redemption meeting the test of Section 
302(b). If there is, then the benefit test 
cannot make the distribution into a dividend. 
If there is none, then the benefit test will 
not have to be broader than it was in Wall 
v. U. S., cited above. 


Although it is quite possible that Holsey 
will be reversed ™ if appealed and the Com- 
missioner’s theory laid to rest, the possi- 
bility also exists that it will become a part 
of our tax law, both under the 1939 Code 
and, through a loose reading of the 1954 
Code, under the latter law. But if it should 
become a settled principle of our law, it 
should certainly await specific formulation 
by Congress preferably, or in appropriate 
regulations at the very least. Either method 
would provide opportunity for public hear- 
ing at which the pros and cons could be 
fully aired. In either event, it should be a 
law or rule operating prospectively only, for 
if investments in closely held corporations 
are to be subject to this further restriction 
on withdrawals, the investor is entitled to 
reasonable notice of it. [The End] 
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as a transferee of the decedent’s estate for 
the income tax and penalties claimed. The 
issue before the Supreme Court is whether 
the widow is liable, under Section 311 of 
the Internal Revenue Code of 1939, as a 
transferee of the cash surrender value of 
the policies or whether she is liable to the 
full extent of the net proceeds of the policies. 
While the Sixth Circuit held no tax liability 


to the widow, on the grounds of public 
policy, the Third Circuit in U. S. v. Bess, 
57-1 ustc { 9528, stated that the government 
can recover the cash surrender value from 
the widow. The Third Circuit held that 
the cash surrender value is an item of 


“ property held by the decedent prior to his 


death. The Supreme Court is confronted 
with the disposal of this controversy. 





% Cf, Tax Court opinion in Joseph P. Schmitt, 
cited in text. 

3t Zipp should not be treated differently than 
Holsey ; however, an appellate court might con- 
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sider the former a simple case of a corporation 
satisfying a stockholder’s obligation as in Wall 
v. U. 8., cited in text. 
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The split-dollar plan and its variants are not new, but they have assumed 
new importance with the issuance of Rev. Rul. 55-713 by the Treasury. 
The plan can serve as an attractive fringe benefit in 

many situations, but it is not a means for buying cost-free insurance. 

This article points out that insurance protection may be as 

essential to the ordinary business as are its fixed assets and inventory. 


Split-Dollar and Bank-Financedg! 


i IS NOT the duty of the attorney, as 
counselor to his corporate and individual 
clients, to sell life insurance. However, like 
the physician who must be alert to the 
latest discoveries in the world of antibiotics, 
the lawyer and the business adviser have 
a real obligation to keep in step with the 
changing role of life insurance in the 
commercial community. An intelligent pre- 
scription of up-to-date life insurance pro- 
graming may well save a corporate life 
notwithstanding the loss of a valued em- 
ployee. 


Life insurance has long been-a favored 
child of the federal tax laws. For many 
years a special estate tax exemption of 
$40,000 was applicable to the proceeds of 
life insurance,’ and changes enacted in the 
1954 Internal Revenue Code have made it 
possible for the insured to pay premiums on 
policies owned by others on his life without 
having the proceeds includable in his estate.” 
At no time have life insurance proceeds 
been subject to income taxes, except in the 
case of certain policies which have been 
transferred for value.’ To the individual 
employer seeking the means to provide 
death benefits for his workmen, to the 
partnership or corporation needing to fund 
a buy-out agreement and to the corporation 
fearing the loss of a key officer, the inherent 
appeal of the life insurance contract remains 
untarnished by the impact of federal taxation. 


However, the favored child must not be 
permitted to grow too big for his britches. 
Too frequently the tax-conscious adviser 
becomes tax-blind.* In his enthusiasm to 


1The exemption formerly contained in Sec. 
811(g) of the 1939 Code was eliminated by 
Sec. 404 of the 1942 act, effective October 22, 
1942. 

2 Prior to the enactment of Sec. 2042 of the 
1954 Code, proceeds of insurance on the life of 
a decedent were includable as as part of his 
gross estate, even though not payable to the 
estate, in proportion to the decedent's direct 
and indirect contributions towards the payment 
of premiums. (1939 Code Sec. 811(g)(2).) And 
yet imposition of the premium-payment test 
may be viewed as a penalty. 
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counsel a profitable use of surplus earnings 
in a year of plenty, he may not make proper 
allowance for the year of trial. Having 
heard of the tax-saving wonders wrought 
elsewhere by some new plan or program, 
he may urge its adoption by a client for 
whom it is wholly inappropriate. 


Unlike the clothing industry, which has 
perfected a “stretch sock” to fit even the 
chancellor’s foot, the life insurance fra- 
ternity has not yet devised a universal plan 
to suit the needs of every business enter- 
prise. In underwriting, as in estate plan- 
ning, there is no substitute for tailoring the 
program to the specific problems and needs 
of each client. 


A recent Treasury Department ruling and 
changes effected by the 1954 Code have 
stirred new interest in the so-called split- 
dollar and bank-financed plans for the 
funding of insurance premiums on the lives 
of valued employees. The role of these 
plans in the employment relationship, the 
substantial benefits which may be available 
through their adoption and the serious 
qualifications which must be made to the 
claims of their more ardent advocates are 
matters which require thoughtful consider- 
ation by every business adviser. 


Split-Dollar Insurance Plan: 
Questions Resolved and Unresolved 


Fundamentally, the split-dollar plan as 
used in the employment field is simply an 
arrangement whereby the premiums on an 
insurance policy upon the life of an em- 


®Code Sec. 101(a). Only the consideration 
paid by the transferee can be excluded from 
income, except where the transferee has a basis 
determined in part by reference to the trans- 
feror’s basis or where the transferee is the 
insured or partner of the insured or a partner- 
ship or corporation in which the insured had 
an interest. 

*See Becker, 
‘Don'ts’ in Estate Planning,” 
(June, 1954). 


“Don’t Be Tax Blind—Some 
32 Taxes 439 
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Insurance Plans 


By BENJAMIN M. BECKER 
and DAVID M. SLOAN 


ployee are “split” between the employee, 
who is usually the owner of the policy, and 
his employer.’ The initial premium is normally 
paid by the employee, but in subsequent 
years, as the policy acquires a cash sur- 
render value, the employer pays that portion 
of the premium which is equal to the in- 
crease in cash surrender value for that year 
and the employee pays the balance. To 
secure such payments or deposits, the em- 
ployer is designated as the beneficiary or 
assignee of the policy to the extent of the 
cash surrender value. In the event of 
termination of employment, the policy can 
be surrendered, with the money received 
being used to repay the employer’s deposits, 
or it can be purchased by the employee if 
he is in a position to repay those deposits 
himself. In the event of death, the em- 
ployer’s investment is repaid from the pro- 
ceeds of the policy, and the balance of the 
proceeds is paid to the employee’s beneficiary. 

The split-dollar plan is unrivaled as a 
means of providing an employee with inex- 
pensive life insurance protection.. Under 


conventional arrangements, the employee 
must either pay a tax on the life insurance 
premiums paid for him by the employer 
or pay the entire premium himself with 
his after-tax earnings.’ The split-dollar plan 
contemplates that the employee will not 
be taxed on the employer’s contributions 
and will pay only a nominal part of the 
aggregate premium. In the case of a 45- 
year-old employee, for example, such a plan 
could provide $10,000 worth of life insurance 
to age 65 for an aggregate cash outlay to 
the employee which would never exceed 
$500, and which is reduced to zero cost 
before the end of the 20-year period. The 
net protection afforded the employee’s bene- 
ficiary is not $10,000, of course, for it 
diminishes steadily as the employer’s de- 
posits are increased. However, in the sug- 
gested case the value of the beneficiary’s 
interest would average about $6,000 during 
the balance of the employment period. 
Under no other plan could so much real 
insurance protection be purchased by the 
employee at so little cost to him. This is 
accomplished with no apparent out-of-pocket 
loss to the employer, for his entire deposit 
(aggregating nearly $8,000 at the end of 
the employment period in the example 
given) is recovered at the time of the em- 
ployee’s retirement or prior death." 


The plan has many variants, with the 
usual emphasis being given to methods of 
easing or leveling the employee’s initial 
premium payments through the borrowing 
of additional amounts from the employer. 
The plan may be modified to give the em- 
ployer the benefit of all or a part of divi- 
dends paid with respect to the policy. Where 
this is done it is possible for the em- 
ployer to receive a modest return on his 
deposits without substantially increasing the 
cost of the plan. 





5 Although this article deals only with the 
role of the split-dollar and bank-financed plans 
in the employment relationship, both plans play 
an important part in the funding of life insur- 
ance without regard to that relationship. The 
split-dollar plan, for example, is frequently 
used by a father to assist his son in purchasing 
adequate insurance protection. The bank-pay 
plan is used by many businessmen to fund 
insurance on their own lives. See Green, ‘‘Split- 
Dollar, Simple and Useful,’ 10 Journal of the 





American Society of Chartered Life Under- 
writers 198. 

® See text at footnote 9. 

* The annual deposits required of employer 
and employee would depend upon the premiums 
charged by the insurer, the guaranteed cash 
value from year to year and the annual divi- 
dends paid with respect to the policy. The fol- 
lowing table contains a projection of the costs, 
at five-year intervals, of a policy available from 
a leading insurance company, with estimated 
dividend earnings based on recent experience: 


Age 45—$10,000 Life Paid Up at Age 65 


Year Aggreaate Employer Estimated Employer Net 
Cash Value Deposits Dividends Deposits Proceeds 
Resid $ 153 $153 $ 78 $271 $9,847 
a Cea 1,645 379 99 23 8,355 
RE ee: 3,612 404 124 27 (cr.) 6,388 
as oa 5,636 422 144 65 (cr.) 4,364 
ia. 6.00 tek iemeeen 7,953 499 157 155 (cr.) 2,047 
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The split-dollar plan and its variants are 
not new, but they have taken on new im- 
portance with the issuance by the Treasury 
Department of Rev. Rul, 55-713,° issued in 
1955. Prior to the publication of that ruling, 
cautious insurance advisers feared that the 
employee might be required to treat as 
income the entire amount of the employer’s 
deposits under the familiar rule that the 
value of life insurance purchased by an 
employer and made payable to beneficiaries 
designated by the employee is taxable in- 
come to him.’ Those fears appear to be 
quieted now, however, for the Treasury 
Department has taken the position that 
the substance of the transaction is in all 
essential respects the same as if the em- 
ployer had made annual, interest-free loans 
to the employee, and that “the mere making 
available of money does not result in real- 
ized income to the payee or a deduction to 
the payor.” The ruling concludes by ex- 
pressly holding that the payment of pre- 
miums by the employer will result in no 
realization of income to the employee and 
no deduction for the employer.” 


It is obvious that the split-dollar plan can 
serve as an attractive fringe benefit in 
many situations, but its actual operation 
should not be misunderstood. It is not a 
means for buying cost-free insurance, for 
the basic insurance protection must still be 
paid for by the employer through the de- 
posit during the life of the policy of sums 
of money which might otherwise be availa- 
ble for other corporate purposes or retained 
as reserves. Such deposits might aggregate 
as much as 80 per cent of the face value of 


the policy,” and the use-value of such 
deposits, computed at 5 per cent over a 
period of 20 years, couid approach 40 per 
cent of face value, or more than two thirds 
of the average net value of the protection 
which is given to the employee, less, of 
course, the effective federal taxes. In many 
cases the real cost to the employer of 
having such funds withdrawn from his busi- 
ness might well approximate the cost of 
purchasing term insurance in the amount of 
the average protection given to the em- 
ployee.” 

Moreover, notwithstanding the soundness 
of the Treasury Department’s ruling with 
respect to the nontaxability of the premium 
deposits, it by no means follows that the 
employee will continue to be wholly free 
from tax on the benefit which he receives. 
The ruling is subject to modification. It 
must be recognized that the ruling cannot 
be clearly reconciled with the tax treat- 
ment of similar indirect benefits under the 
“flow of satisfaction” doctrine or the “con- 
structive receipt” theory. Thus, employees 
have been taxed on the fair value of auto- 
mobiles made available for personal use,” 
on premiums paid for annuity contracts 
retained by the employer“ and on amounts 
deposited under a nonqualified trust agree- 
ment in which the employee has nonfor- 
feitable rights.” 

It is particularly difficult to reconcile 
the new ruling with the position taken by 
the Internal Revenue Service with respect 
to life insurance protection which is made 
available to the beneficiaries of participants 
in a qualified pension or profit-sharing plan. 
Under those plans, no immediate tax is 
paid by the employee with respect to his 
employer’s contributions toward the fund- 
ing of pension and other retirement bene- 
fits. However, if as an incident of the plan 
he has a nonforfeitable right to life insur- 
ance protection, then he must pay an 
annual tax on “the portion of the premiums 
paid for the life insurance protection . . 
from either the contributions of the em- 
ployer or earnings of the trust... .”"* The 





® Rev. Rul. 55-713, 1955-2 CB 23. 

®°G. C. M. 16069, XV-1 CB 84. An exception is 
provided with respect to premiums paid by the 
employer on group-permanent policies. Mim. 
6477, 1950-1 CB 16. 

” Rev. Rul. 55-713, 1955-2 CB 23, 24. 

% Under the plan analyzed above, the em- 
ployer’s aggregate deposits at the end of 20 
years amounted to $7,953, or 79% per cent of 
the face amount of the policy. If the plan were 
in effect for only ten years, the employer's 
deposits would aggregate only about 36 per cent 
of face value. 

“2 Our 45-year-old employee could be provided 
with $6,000 of term insurance to age 65 at a cost 
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to the employer of less than $3,000; if the em- 
ployer were in the 50 per cent tax bracket, his 
after-tax cost would be only $1,500. However, 
the apparent saving would be at least partially 
offset by the additional tax imposed on the em- 
ployee by reason of the premium payments. 

13 Sam Rosania, Sr., CCH Dec. 21,729(M), 15 
TCM 580, : 

4 U. 8. v. Drescher, 50-1 ustc { 9186, 179 F. 
(2d) 863 (CA-2); see Ward v. Commissioner, 
47-1 ustc § 9159, 159 F. (2d) 502 (CCA-2). 

1% David W. Anderson, CCH Dec. 14,898, 5 TC 
1317; J. H. McHwen, CCH Dec. 15,140, 6 TC 
1018. 

1% Regs. Sec. 1.402(a)-1(a) (3) (b). 
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regulations differentiate between premium 
payments attributable to the reserve and to 
the cost of “current life insurance protection.” 
Only the excess (if any) of proceeds payable 
during the year over the cash surrender 
value at the end of such year is deemed 
taxable life insurance protection, and the 
employee must take into account an amount 
equal to the “reasonable net-premium cost” 
of such protection, as determined by the 
Internal Revenue Commissioner.” 


Discretion being the better part of reliance 
upon Treasury Department rulings, it is 
clear that the split-dollar investor must 
anticipate a possible modification of Rev. 
Rul, 55-713 in an attempt by the Commis- 
sioner to tax the employee in a manner 
consistent with the treatment given to quali- 
fied retirement plans. If this were done, the 
split-dollar employee might be taxed on the 
term insurance cost of the current life insur- 
ance protection which is provided through 
the employer’s annual deposits and the earn- 
ings from deposits made in prior years. This 
would leave the employee in roughly the 
same position he would have been in if the 
employer had simply purchased term insur- 
ance for him in an amount equal to the 
annual net insurance protection afforded to 
his beneficiaries under the plan.” 


It may be said that if that attempt should 
prevail in the courts, logic would require 
that the employer be allowed an equivalent 
deduction for compensation thus paid in 
kind. However, it is not at all certain that 
such logic would determine the question.” 
First, if the assessment against the employee 
were made retroactively, the employer's 
relief might be barred by reason of his 


1t Regs. Sec. 1.402(a)-1(a)(3)(b). The regula- 
tions issued under the 1939 Code required that 
the cost of the net insurance protection be de- 
termined by reference to the insurer’s term- 
premium rates. (Regs. 118, Sec. 39.165-6(a) 
(3) (i).) 

38 But note that under the reasoning of U. S. 
v. Drescher, cited at footnote 14, at /p. 866, the 
employee would not necessarily be taxed on 
the cost of term insurance in an equivalent 
amount, for it was there recognized that an 
employee's ‘‘present economic benefit’? in an 
annuity policy retained by the employer might 
be less than the cost of acquiring identical 
rights in a wholly owned policy. In the split- 
dollar . situation, the employee's inability to 
assign, surrender or borrow against the policy 
might substantially reduce its value to him. 

” “Symmetry of the law is not to be pre- 
sumed."’ (Cox Motor Sales Company, CCH Dec. 
11,230, 42 BTA 192; cf. Helvering v. Midland 
Mutual Life Insurance Company, 37-1 ustc { 9114, 
300 U. S. 216, 224, where the Court said that 
“it would be strange”’ if the amount deductible 
by the payor is not taxable income to the 
recipient. 
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failure to claim a deduction for prior years.” 
Moreover, with respect to current years 
the employer would be required to estab- 
lish that the loss of earnings on its deposits 
constituted “ordinary and necessary” busi- 
ness expenses which were “paid or incurred” 
during those years.” Deductions, it is said, 
are a matter of legislative grace, and there 
is ample precedent for denying the employer 
a deduction for payments which constitute 
taxable income to his employees.” 


However, even if no attempt were made 
to qualify the effects of the Treasury 
Department ruling, it must be noted that 
the split-dollar plan does not contemplate 
income tax avoidance. At most, the plan 
offers only an opportunity to transfer in- 
come tax incidence from the employee to 
the employer through the loss of a deduc- 
tion which would otherwise be claimed if 
the earnings from the employer’s funds 
(whether in the form of insurance protection 
or otherwise) were paid directly to the 
employee. The benefits of such a transfer of 
tax incidence might be considerable where 
the employee is in a high tax bracket or 
where the employer has little or no taxa- 
ble income. Where the employer is in the 
52 per cent tax bracket, however, a net tax 
savings would be realized only with respect 
to the highest paid employees. 


Where the employer is doing business as 
a corporation, consideration must also be 
given to the effect which adoption of the 
plan might have on its liability with re- 
spect to the penalty tax imposed by Sec- 
tions 531-537 of the Internal Revenue Code 
on corporations which are found to have 
accumulated earnings beyond reasonable 


2” A claim for refund or credit of overpaid 
income taxes must be filed within three years 
after the due date of the return or two years 
after the payment of the tax, whichever is 
later. (1954 Code Sec. 6511(a).) 

11954 Code Sec. 162(a). ‘‘Ordinary has the 
connotation of normal, usual, or customary. To 
be sure, an expense may be ordinary though it 
happen but once in the taxpayer's lifetime. .. . 
Yet the transaction which gives rise to it must 
be of common or frequent occurrence in the type 
of business involved.’’ (Deputy v. DuPont, 40-1 
ustc § 9161, 308 U. S. 488, 495.) 

2 For example, a deduction for compensation 
which is taxable to the employee may be dis- 
allowed in whole or part if the payment is un- 
reasonable in amount (Smith v. Manning, 51-1 
ustc § 9345, 189 F. (2d) 345 (CA-3)): or where 
it is deemed a distribution of profits to a stock- 
holder (General Water Heater Corporation, CCH 
Dec. 4553, 14 BTA 4, aff'd, 1930 CCH { 9484, 42 F. 
(2d) 419 (CCA-9)); or where the employee oc- 
cupies a special relationship to the employer and 
payment is not made within two and one-half 
months after the close of the taxable year (1954 
Code Sec. 267(a)(2)). See Mertens, Law of 
Federal Income Taxation, Vol. 2, Sec. 11.30. 
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business needs.” Under the 1954 Code, no 
problem is presented until accumulated earn- 
ings, after appropriate deductions and ad- 
justments, are in excess of $60,000.* Where 
accumulations apart from investments in 
the split-dollar plan are substantial, there- 
fore, the employer must be prepared to 
meet the contention that such insurance 
investments do not constitute per se a 
necessary or reasonable use of corporate 
funds.” To that assertion the employer can 
properly reply that the plan offers an 
important and relatively inexpensive pro- 
gram for retaining valued employees in a 
competitive job market. Moreover, if the 
plan does not make the premium deposits 
available for general corporate purposes 
through the surrender of policies or by 
borrowing against the cash surrender value, 
it could be argued that the funds have 
not been “accumulated” within the meaning 
of the Code.” 

Since the plan contemplates that the 
employer have only a security interest in the 
policy, the proceeds will be wholly exempt 
from income tax when received by the 
insured’s beneficiaries.” The proceeds receiva- 
ble by the employer are likewise exempt to 
the extent of his investment as the repay- 
ment of.a “loan.” The Treasury ruling dis- 
cussed above so holds and is sound. 

On the other hand, the proceeds received 
by the beneficiaries of the insured will be 
included in his gross estate for federal 
estate tax purposes if he is the owner of the 
policy.” If the employee’s estate is ex- 
pected to be within the taxable brackets, 
consideration should be given to the ad- 
visability of having the policy applied for 
and owned by his spouse or other benefi- 
ciary. However, third-party ownership of 


23See especially Pelton Steel Casting Com- 
pany, CCH Dec. 22,344, 28 TC —, No. 20, hold- 
ing that earnings may not properly be accumu- 
lated to buy out the interest of a stockholder. 

*4 1954 Code Sec. 535(c). 

* The taxpayer's position would be especially 
difficult where the employee is also a share- 
holder, for it has been held that the lending of 
money to shareholders is evidence that earnings 
have been accumulated for the purpose of avoid- 
ing taxes, (Belaire Management Corporation, 
CCH Dee. 20,205, 21 TC 881.) But such loans 
are not conclusive evidence of the prohibited 
purpose where the loans are made to further 
the interests of the employer. (Al Goodman, 
Inc., CCH Dec. 20,665, 23 TC 288.) But see 
Emeloid Company, Inc. v. Commissioner, 51-1 
ustc { 66.013, 189 F. (2d) 230 (CA-3), rev’'g CCH 
Dec. 17,713, 14 TC 1295 (1950), which involved 
the question of whether a loan was obtained 
for corporate business purposes where the cor- 
poration solicited the loan in ordér to have 
funds with which to purchase single-premium 
key-man insurance covering the lives of its two 
sole common stockholders, who were also its 


846 


November, 1957 @ 


the policy could conceivably be outside the 
scope of Rev. Rul. 55-713. 


As long as the policy is not again trans- 
ferred for value, such ownership would 
not affect the status of the proceeds as 
exempt for income tax purposes. It would, 
moreover, lend additional support to the 
employee’s contentions that he should not 
be taxed on the value of the life insurance 
protection received during the term of his 
employment.” 


Entirely apart from the tax aspects of the 
plan, careful consideration must be given to 
the legality and propriety of its adoption in 
the jurisdiction in which the employer is 
doing business, and where the employer is 
a corporation, under its charter and bylaws. 
The Treasury Department views the sub- 
stance of the transaction as a series of 
interest-free loans to the employee. 


If the employee is also an officer or 
director of the corporate employer, problems 
of local law are presented in some states. 
Directors who approve the adoption of a 
plan involving loans to officers may well 
be exposed to the claims of dissenting 
shareholders.” In some states the making 
of loans to officers or directors could even 
lead to the imposition of criminal sanctions.” 
Moreover, even where the plan is not con- 
strued as a loan, doubt may remain as 
to the right of directors to invest corporate 
funds in such a plan, for it is generally held 
that the dealings between a corporation and 
its officers and directors are presumptively 
fraudulent. 


The burden of proof is imposed upon 
the individual to prove that his dealings 
have been conducted with the utmost fair- 
ness and good faith.” However, in view 


key executives. The Third Circuit said that 
there was a corporate business purpose. Also 
see the Pelton Steel case, cited at footnote 23. 

** Investment of corporate funds in key-man 
insurance policies to protect a loan has been 
held proper investment for the purposes of the 
accumulated earnings tax. (General Smelting 
Company, CCH Dec. 14,222, 4 TC 313. 

*7 1954 Code Sec. 101(a). 

28 1954 Code Sec. 2042. 

2**It would be even more difficult to measure 
the employee's ‘‘present economic benefit’’ in a 
policy owned by his beneficiaries. See footnote 
18. But it would also be more difficult for the 
corporate employer to justify the use of its 
funds to assist the purchase of insurance by 
one who is not an employee. 

*® See Fletcher, Cyclopedia on Corporations, 
Vol. 3. Sec. 955. 

“For example, see Illinois Revised Statutes, 
Ch. 32, See. 157.42(h); California Civil Code, 
Sec. 366. 

® See work cited at footnote 30, at Secs. 913 
and following. 
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of the importance which is now placed on 
executive stock options, qualified retire- 
ment plans and other fringe benefits, it 
would not ordinarily be difficult to show 
the value of the split-dollar plan as a 
means of attracting and retaining the services 
of key personnel. 


Bank-Financed Insurance Plan: 
Cautious Approach 


The role in the employment picture of the 
bank-financed insurance plan may appear 
at first blush to be wholly unrelated to the 
split-dollar plan. Its avowed objective is to 
benefit primarily the employer, not the em- 
ployee. Its economic effect is to retain, 
rather than to reduce, the employer’s work- 
ing capital. Its mode of operation is to 
effect a tax saving by providing a deduction 
where none existed before, rather than by 
reducing the employee’s taxable income, In 
practice, however, there are situations in 
which the plans offer alternative means of 
funding an employer’s future obligations 
to deceased employees and shareholders. 


The terms “bank-pay” or “bank-financed” 
plans are used to describe a variety of ar- 
rangements whereby all or a part of the 
premium cost of employer-owned insurance 
policies is paid for with the proceeds of 
loans from banks or other lending insti- 
tutions rather than through the use of 
working capital.” It is usually contemplated 
that a single loan or a series of loans be 
made in an amount sufficient to pay pre- 
miums for a number of years or until the 
employee’s retirement or death, with the 
cash value and proceeds of the policies 
standing as security for repayment to the 
lender. In order to provide the employer 
with the same net proceeds as in the case 
of straight life insurance not bank financed, 
after repayment of the loan from the gross 
proceeds received in the event of death, or 
from the guaranteed cash value in the event 
that the policy matures or is surrendered 
prior to maturity, it is necessary that a 
substantial additional amount of insurance 
be purchased. The aggregate annual pre- 
mium is thus increased. However, the 
annual interest cost of the loan needed to 
pay the greater premium is generally less 


than the premium cost of providing the 
employer with the same net insurance pro- 
tection. Since interest payments, unlike 
insurance premiums, are normally a deducti- 
ble business expense,“ an even greater 
reduction is effected in the employer's after- 
tax cash outlay under the bank-pay plan. 


The use of an independent lender to 
fund the bank-financed plan is a frank 
adaptation to statutory changes wrought 


by the Treasury Department’s continuing 
opposition to the use of the interest deduc- 
tion in connection with life insurance and 
annuity contracts. Prior to 1942, a taxpayer 
could borrow money with which to pur- 
chase a single-premium policy and deduct 
the interest charges which he thus incurred. 
With the enactment of the 1942 Internal 
Revenue Act, that deduction was expressly 
disallowed as to interest on indebtedness 
with respect to insurance and endowment 
contracts.” Proponents responded by offer- 
ing a program whereby the proceeds of a 
bank loan. could be deposited with the 
insurer to be applied against subsequently 
accruing premiums as they became due. 


In 1954, however, Congress took special 
note of that device” by disallowing, in 
Section 264(b)(2) of the new Code, any 
deduction for interest charges so incurred 
with respect to a “substantial number” of 
future premiums.” Although it is not yet 
entirely clear how many payments can be 
covered by a premium deposit without the 
number becoming “substantial,” it is clear 
as a practical matter that long-term insur- 
ance coverage should now be funded with 
the proceeds of tax-deductible loans only 
under some plan which provides for a 
minimum number of premium prepayments. 


The potentialities of a typical bank-financed 
program can be seen through an analysis 
of its operation. There are, of course, many 
variations of the plan with literally limitless 
modifications depending, among other things, 
on the policies of the insurance companies, 
types of available policies, age of the 
insured and the interest rate available to the 
borrower. However, let us assume for 
purposes of illustration that a $100,000 paid- 
up-at-age-65 policy is purchased on the 





% As pointed out in footnote 5, it must be 
remembered that the bank-financed plan is also 
an important tool for the acquisition of indi- 
vidually owned life insurance policies. 

% 1954 Code Sec. 163(a). 

% 1939 Code Sec. 24(a) (6); 
1942, Sec. 129. 

% See H. Rept. 1337, 83d Cong., 2d Sess., 
p. 31: S. Rept. 1622, 83d Cong., 2d Sess., p. 225. 

8 Section 264(b) declares that a contract shall 
be treated as a single-premium contract: 


Revenue Act of 
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““(1) if substantially all the premiums on the 
contract are paid within a period of 4 years 
from the date on which the contract is pur- 
chased. or 

“*(2) if an amount is deposited after March 1, 
1954, with the insurer for payment of a sub- 
stantial number of future premiums on the 
contract.”’ 

The 1954 Code also extended the prohibition 
to single-premium annuity contracts purchased 
after March 1, 1954. (1954 Code Sec. 264(a)(2).) 
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life of a 43-year-old male, funded with a 
22-year loan for the aggregate insurance 
premium at an assumed stable interest rate 
of 3% per cent per annum. Assume that 
the lending agreement provides that the 
excess of the loan proceeds over the amount 
needed to pay premiums from time to 
time is to be invested in listed securities 
with a guaranteed yield of 2 per cent, 
credited to the borrower. Assume further 
that policy earnings will be retained by the 
insurer as dividend additions. If the annual 
premium is $4,495 and if premium dividends 
are projected on the basis of typical recent 
experience, the mechanics of the plan as 
they would affect a borrower in the 50 per 
cent income bracket are shown below.” 


It will immediately be observed that the 
net death benefit, unlike that under almost 
any other insurance plan, gradually di- 
minishes during the term of the policy. On 
the other hand, the net cost, after credit 
is taken for earnings on investments and 
allowable tax deductions, drops to a low in 
the second year (not shown on the table) 
of only $786 and thereafter rises steadily 
as the investment fund is reduced by pay- 
ment of premiums. The average annual 
premium is $1,259, which is approximately 
equal to the premium which would be paid 
for straight-term insurance in the face 
amount of $76,000 over the 22-year period. 





If the insured survives, however, the policy 
could be surrendered for its net cash value 
of $22,167, thus reducing the average cost 
to only $251 per annum—less than one 
fifth the cost of term insurance.” Surely 
no other insurance plan offers such eco- 
nomical coverage at a comparable annual 
out-of-pocket cost. 


It does not follow, of course, that bank- 
pay insurance is actually less expensive 
than other forms. The illustrated plan 
contemplates “savings” of more than $27,000 
through the creation of a tax deduction 
which would not otherwise exist, but it also 
contemplates that the borrower will himself 
bear the balance of the interest cost—a 
cost which he would not have if the policy 
were purchased with his own funds. Thus 
the tax deduction is a benefit only in the 
negative sense that it limits the borrower's 
additional cost. Ultimately, the same premium 
expense must be borne by the employer, 
regardless of whether paid out of working 
capital or out of the proceeds of a loan. 
Under the bank-financed plan the borrower 
must also pay the additional cost of insur- 
ance which is purchased solely as security 
to the lender. These excess interest and 
premium costs are only partly offset by the 
tax-free earnings which the borrower re- 
ceives by way of policy dividends on the 
additional premium deposits.” 


Balance . 
of Loan 
(after 
Net Cost Guaranteed credit 
(interest less yield Cash Value for re- Excess 
from securities (including maining Payable Gross Net 
and after tax dividend invest- to Bor- Net Death Death 
deduction) additions) ments) rower Cost Benefit Benefit 
Year Annual Cumulative 
1 $1,730 $1,730 $ 2012 $1,997 $ 15 $1,715 $102,248 $100,251 
5 922 5,146 18,118 15,897 2,221 2,925 106,548 90,651 
10 1,146 10,428 39,496 34,302 5,194 5,234 113,548 79,246 
15 1,371 16,833 64,612 53,904 10,708 6,125 123,048 69,144 
20 1,592 24,363 94,134 75,761 18,373 5,990 134,548 58,787 
22 1,686 27,689 107,473 85,306 22,167 5,522 139,548 54,242 


% As with the split-dollar plan, the insurer 
will offer guaranteed cash values, but dividends 
will be dependent upon variables which cannot 
be anticipated with certainty. 

One life underwriter specializing in_ split- 
dollar and bank-financed plans commented on 
the foregoing illustration as follows: ‘‘Since 
the Plan has many variances, it is suggested 
that perhaps your article should eliminate more 
specific plans, for I am certainly not in accord 
with any Plan that would run over a 10 Pay- 
ment Life Plan. The Ordinary Life Plan may 
prove entirely too burdensome a proposition in 
the years to come in many cases. Whereas, if 
you use a Plan where the premium payments 
cease at some definite time, a more profitable 
and healthier relationship will exist between 
employer and em'ployee.’’ 
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#® Sut note that the policyowner’s net recovery 
upon surrender of the policy would presumably 
be reduced by the tax imposed under Sec. 72(e) 
of the Code on the excess of the cash surrender 
value over the aggregate premium cost. (See 
Regs. Sec. 1.72-1; Mertens, Law of Federal In- 
come Taxation, Vol. 1., Sec. 6A.07.) In the ex- 
ample given, the aggregate premium cost is 
$107,473 and the cash surrender value is $98,890, 
producing a taxable gain of $8,583. 

*” Again it must be remembered that policy 
dividends and additions to cash value are re- 
ceived tax free upon surrender of the policy 
only to the extent of the owner’s investment 
through premium payments. See footnote 39. 
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The net result is that the cost of the 
bank-financed plan is substantially greater 
than that of other forms of permanent in- 
surance. When such policies are purchased 
outright over an extended term of years, 
the cash value with dividend additions soon 
exceeds the premium cost. Thus, if the 
average net protection afforded by the 
illustrated plan ($76,000) had been provided 
through the outright ownership of a similar 
policy, the annual premium cost would 
have been increased to about $3,416, but 
the policy owner would realize a net profit 
on surrender of the policy of about $6,528." 


In short, the bank-pay plan is not essen- 
tially a dollar-saving device at all. It is 
simply an arrangement whereby an em- 
ployer’s necessary insurance protection can 
be provided at approximately term insur- 
ance rates, but at a long-term cost which 
falls somewhere between that of term and 
legal reserve insurance. Thus, the plan is at 
best a compromise, permitting the maxi- 
mum retention of the employer’s funds for 
ordinary business purposes without a com- 
plete loss of the benefits of tax-free policy 
dividends. 


Several important qualifications must be 
made to the cost considerations suggested 
above: 


(1) By its very nature the bank-pay plan 
provides net insurance protection to the 
borrower in diminishing amounts. In many 
instances such diminution may be perfectly 
acceptable, for one’s insurance needs are 
often reduced as his family grows older 
and his personal estate increases. How- 
ever, this is not always the case. Where 
the policy has been purchased to fund a 
stock purchase agreement or to pay an 
agreed death benefit to an employee’s 
family, the minimum net proceeds may 
become all-important. If it were necessary 
in the illustrated case to provide the policy- 
owner with a minimum of $100,000 of net 
protection, nearly twice as much insurance 
would be required, at nearly twice the cost. 
Under such circumstances, computations 
with respect to average protection become 
meaningless and the economies of the plan 
are at least partly dissipated. 


“The guaranteed cash value of a $76,000 
policy at the end of 22 years would be about 
$59,490, and the cash value of estimated divi- 
dend additions would total about $22,190, giving 
an aggregate value of $81,680; the aggregate 
premium cost would be only $75,152. 

# See footnote 37. 

*# Regulations Section 1.264-2 expands the stat- 
utory language by using ‘‘directly or indi- 
rectly’’; the same language was used in Regs. 
118, Sec, 39.24(a)-5 with respect to the 1939 
Code. 
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(2) All of what has been said is premised 
on the validity of the assumptions made 
in projecting the mechanics of the plan as 
proposed by the insurer. However, if those 
assumptions should prove unwarranted, the 
costs of the plan might well become pro- 
hibitive. If the policyowner suffers business 
reverses during the term of the loan, for 
example, so that he is no longer in the 
50 per cent income tax bracket, the all- 
important tax deduction would become less 
valuable to him. So, too, the illustrated 
plan contemplates a guaranteed interest 
rate on the monies borrowed, but such 
a guarantee is often not available. Recent 
trends in the money market might well 
cause a borrower to hesitate before under- 
taking a plan of such duration. Similar 
questions must be raised as to any compu- 
tations relating to policy dividends and 
earnings on the investment fund. 

(3) The plan makes a fundamental as- 
sumption of law as to the validity of the 
interest deduction. While it is clear that 
interest paid with respect to annual loans 
made by an independent lender is not within 
the letter of the disallowance provisions of 
Section 264(b)(2) of the Code,” it is not so 
clear that such interest is beyond the scope 
of permissible administrative extension of 
the statutory language. The Treasury De- 
partment has long argued that the deduction 
must be disallowed if indebtedness is in- 
curred or continued “directly or indirectly” 
for the prohibited purposes.” In analogous 
situations it has ruled that a deduction is 
not allowable for interest incurred on a 
loan which is secured by a deposit of a 
bond purchased with the proceeds of the 
loan, at least where the lending agreement 
(as in many bank-financed.lans) absolves 
the borrower of personal liability on the 
indebtedness.“ The Treasury Department’s 
position, which is not without judicial sup- 
port,” is that a “note” will not be treated 
as an indebtedness where, in substance, it 
does not represent a genuine indebtedness 
and where the taxpayer “does not expect to 
make a cash profit on the transaction in- 
dependent of Federal income tax conse- 
quences,” and does not actually risk the 
money which he “borrows.” “ The Treasury 


* Rev. Rul. 54-94, 1954-1 CB 53. 

* See, for example, U. 8. v. Virgin, 56-1 ustc 
1 9371, 230 F. (2d) 880 (CA-5), disallowing a 
claimed deduction for interest paid on an in- 
debtedness which lacked ‘‘a fixed maturity for 
the principal sum with the right to force pay- 
ment of the sum as a debt in the event of 
default."’ 

* Rev. Rul. 54-94, 1954-1 CB 53. 
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Department has been sustained in at least 
one case, involving interest paid on monies 
borrowed from the insurer itself, although 
the court took care to note that the result 
“might well” be different if the loans had 
been made by an independent lender.“ 


(4) If the Treasury Department were 
unsucessful in the courts, it might again 
appeal to Congress to further narrow the 
scope of allowable interest deductions. A 
reading of the House report on the 1954 
act leaves little doubt as to the committee’s 
determination to prevent what it labeled 
as tax avoidance through the deduction 
of interest incurred on loans deposited 
with the insurer to pay future premiums.“ 
There is nothing in the legislative history 
to suggest that Congress might have been 
more tolerant of the type of plan here con- 
sidered if it had been brought to the 
attention of the House and Senate com- 
mittees. 

Finally, and quite apart from any con- 
siderations as to the continuing economies 
of the plan, its role in the employment 
relationship must be appraised from the 
viewpoint of the individual employer’s finan- 
cial structure. If a continuing need of 
maximum working capital can be foreseen, 
the plan will be especially attractive. If a 
surfeit of working capital is already avail- 
able, there would appear to be little ad- 
vantage in undertaking a costly long-term 
borrowing program of such a nature. 

A more difficult problem arises where 
the employer has sufficient cash to pay 
current premiums but can reasonably fore- 
see a probable need for additional funds 
in the future. He knows that he may later 
be forced to borrow against the cash sur- 
render value of insurance policies which he 
owns. Yet, if for any reason additional 
insurance is not then obtainable, such bor- 
rowing may reduce the values of his regu- 
lar key-man policies below the acceptable 
minimum. In such circumstances the em- 
ployer might be well-advised to purchase 
additional permanent insurance with his 
current cash reserves, thus building a fund 
againts which loans could be made when 
the need arises. 


Evaluating the Alternatives 


Life insurance is no longer a mere luxury 
to the average employer. A properly pro- 
portioned reservoir of insurance protection 
may be as essential to the ordinary business 
as are its fixed assets and inventory. Un- 


47 See Keith v. Commissioner, 44-1 ustc J 9138, 
139 F. (2d) 596. 
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less it is intended that no benefits be paid 
at the death of valued employees, that the 
business itself bear the loss of key men 
and that the enterprise be liquidated at 
the death of its owners, the ordinary assets 
of the business can be put to the most 
profitable use only if life insurance proceeds 
are available to supply the funds needed 
when death strikes. 


The fact which many businessmen fail 
to appreciate is that the purchase of life 
insurance in connection with the operation 
of a business is a far more complex prob- 
lem than that of buying an individually 
owned policy to provide for one’s family. 
One does not simply decide without a 
detailed study of tax incidence and legal 
implications to increase his key-man insur- 
ance or to enter into a split-dollar or bank- 
financed plan. An intelligent decision on 
such a program requires the highest skills 
of the life underwriter, the accountant, the 
attorney and the more important manage- 
ment personnel. As in making any other 
long-term business commitment which will 
have a vital effect on the prosperity of the 
business and the welfare of its owners, the 
purchase of business life insurance must 
take into consideration the financial history 
of the enterprise, an analysis of its current 
needs and a prediction of its future re- 
sources. 

Intelligent decisions can be made with 
respect to the desirability of undertaking 
a split-dollar or bank-financed program 
only after detailed study of all facets of 
the problems and proposed solutions. The 
employer will then know whether he can 
afford to rely on his basic insurance policies 
as collateral for future borrowing or pur- 
chase additional policies immediately to 
fund current or future bank financing. He 
will also know whether his cash reserves 
are such as to permit him to consider the 
use of such funds in the establishment of 
split-dollar programs for valued employees. 


One final word of caution. The intelligent 
planning of business insurance never as- 
sumes the invariability of taxes. Law 
changes as Congress, the Treasury De- 
partment and the courts design new solu- 
tions to meet new problems. No business 
is so static that its future tax picture can 
be known with certainty, apart from changes 
in the law. The wise insurance investor 
will not undertake a tax-savings program 
from which there is no retreat in the event 
that such savings fail to materialize in 
future years. [The End] 


*H. Rept. 1337, 834 Cong., 2d Sess., p. 31. 
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Gross Income Is Not Income 
By P. J. REDFORD 


The taxing power of Congress has caused much discussion, as well as 
the clogging of our court dockets with income tax cases. 
Some believe that the Sixteenth Amendment empowered Congress 


to tax even gross income. 


The author takes the opposite 


view and argues that ‘‘income"’ within the purview of this amendment can be 
nothing more than gain or profit which may or may not result in income. 
Mr. Redford is manager of the tax department, Walgreen Co., Chicago. 


bite QUESTION of whether gross in- 
come is income under the Sixteenth 
Amendment of the United States Constitu- 
tion has brought forth some widely differing 
answers from lawyers, accountants and In- 
ternal Revenue Service officials. 

Many of the honest differences of opinion 
that arise in the mine-run of present-day 
tax-fixing problems could be traced directly 
to confused thinking on this very basic ques- 
tion; and despite the fact that the question 
is basic, the confusion frequently is the un- 
recognized, underlying cause of some very 
bitter disputes. 

Stated briefly and in possibly oversimpli- 
fied terms, the difficulty stems from seem- 
ingly contradictory obiter dicta of the United 
States Supreme Court. 


Citing the highest authority in the land, 
some aver that taxable income could be 
designated by Congress as something which 
would be the practical equivalent of what is 
very loosely called “gross income,” and that 
all deductions are allowable only “by the 
grace of Congress.” Strongly opposed to 
this view, on the other hand, are those who 
cite other decisions of the Supreme Court to 
show that the only income which may be 
taxed is “net income,” or the excess of the 
gross receipts or gross revenues over the 
cost of (or other basis for) all property ex- 
changed therefor, plus the expenses neces- 
sarily incurred in acquiring those receipts or 
revenues. 


Is it surprising that over such a long pe- 
riod of time there should be such a cleavage 
of opinion on so vital a question? Not when 


1 Introduction to Federal Taxation (Chicago, 
Commerce Clearing House, Inc., 3d Ed.). 
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we view the record. Ever since adoption of 
the Sixteenth Amendment in 1913, the mak- 
ers of the income tax laws and the courts 
charged with the duty of interpreting those 
laws have vacillated between varying con- 
clusions. This has been made very appar- 
ent by certain provisions in the laws and a 
long parade of decisions handed down over 
a span of many years. 


In one of his writings George T. Altman 
says, in this regard, that: 


“It is apparent from a study of these cases 
that Congress was for a long time groping 
in the dark because of a lack of understand- 
ing of the rudiments of accounting, and that 
the Supreme Court . . . is still a little con- 
fused on the issue.” * 


Today there is much said and written 
about the clogging of court dockets with 
income tax cases, the years it sometimes 
takes to obtain a final determination of tax 
liability and the crying need for simplifica- 
tion of the law. But if we could have, once 
and for all, a clear and comprehensive and 
generally understood and accepted under- 
standing of what Congress is empowered to 
tax as income, then many of the difficulties 
which now plague us would fall by the 
wayside. 


To thoroughly understand the problem 
which is presented here and come to a point 
where we may look forward to a solution, it 
will be helpful to turn back momentarily for a 
brief review of the taxing power of Congress. 


Let us recall, first of all, that unlike the 
constitutions of the states and some other 





countries, the United States Constitution is 
not merely an instrument of limitation, On 
the contrary, it is an instrument of grant, a 
complete charter of government which sets 
forth in toto all the powers which the gov- 
erned are willing to let that government 
have. In other words, our federal govern- 
ment is not endowed with any powers what- 
soever save those which are spelled out in 
its Constitution and granted to it by “We, 
the people.” All “powers not delegated to 
the United States by the Constitution, nor 
prohibited by it to the States, are reserved 
to the States respectively, or to the people.” 


Let us recall, also, that back in 1895, when 
the Supreme Court held that the 1894 in- 
come tax law was unconstitutional, it grounded 
that decision on the finding that “so far as 
it falls on the income of real estate, and of 
personal property,” it is a direct tax “within 
the meaning of the constitution.” Being a 
direct tax, it was “therefore unconstitutional 
and void, because not apportioned according 
to representation,” something quite obviously 
impractical.’ 

So to hurdle this constitutional barrier, 
there was eventually adopted, some 18 years 
later (in 1913), the Sixteenth Amendment, 
which provides that: 

“The Congress shall have power to lay 
and collect taxes on incomes, from whatever 
source derived, without apportionment among 
the several States, and without regard to 
any census or enumeration.” 


The one and only purpose of the amend- 
ment was to eliminate apportionment as a 
prerequisite to the levying of a tax on in- 
comes. And it should be remembered that 
the amendment does not eliminate the ap- 
portionment requirement with respect to 
any other direct tax. 

Here, in this one short sentence, is found 
the source of all the power of Congress to 
tax incomes without apportionment. It has no 
other power or authority to lay and collect 
any direct tax without apportionment. 


Moreover, it should be further noted that 
the “incomes” which Congress is thus em- 
powered to tax cannot be just anything 
Congress might choose to define as incomes. 
It must be what the Supreme Court finds to 
be the generally understood meaning of that 
term. In other words, it must be “ ‘income’, 


as used in common speech.” * 
All of this being so, it necessarily follows 
that a clear understanding of what is meant 
2 Pollock v. Farmers’ Loan & Trust Company, 


158 U. S. 601. 
8 Hisner v. Macomber, 1 vustc { 32, 252 U. S. 


189. 
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by the word “incomes,” as used in the Six- 
teenth Amendment, is absolutely essential 
to a correct answer to the question of what 
Congress is empowered to tax in a general 
income tax law. Indeed, one might well say 
that without such an understanding, with- 
out a more universally accepted concept of 
what may be taxed as income, the flounder- 
ings and uncertainties witnessed today in 
the field of federal income taxation prob- 
ably will continue unabated indefinitely. 


Bearing these things and the historical 
background in mind, then, let us move on 
and see what further inquiry may produce. 


As early as December, 1913, the Supreme 
Court said that, “ ‘income’ may be defined 
as the gain derived from capital, from labor, 
or from both combined.” * Seven years later 
it affirmed that definition and enlarged it 
to include “profit gained through a sale or 
conversion of capital assets.”* At the same 
time, it emphasized the words “derived 
from” in its earlier definition, leaving no 
doubt about the fact that the gains and 
profits which may be taxed as “incomes” 
are those which have been realized through 
sales or exchanges or through being “sev- 
ered from the capital,” and do not include 
“a growth or increment of value in the in- 
vestment.” In other words, mere apprecia- 
tion which has not been realized through 
some transaction and has not been “severed 
from the capital” could not be included in 
taxable income. 


Since to have taxable income from a sale 
or exchange there must be a realization of 
a gain or profit, it is quite obvious that 
there also must be consideration. The con- 
sideration may be in the form of property 
(capital) or in the form of labor of either 
the taxpayer or some one or more other 
persons employed by him, or it may be 
“both combined.” But there must be con- 
sideration. 


From the decisions it now seems quite 
apparent that to have income there must be 
a growth upon, or increase of, what the tax- 
payer had before; and, as we indicated above, 
it is well settled that this growth or in- 
crease must have been realized either through 
a sale or exchange or through severance 
from “the capital.” 


Thus, when a manufacturer produces a 
machine that is worth more than the costs 
of production, it might be said that his 


*Stratton’s Independence v. 
S. 399. 


5 Hisner v. Macomber, cited at footnote 3. 
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wealth has increased and the increase is 
income. But, of course, it is not taxable in- 
come—income within the meaning of that 
term as used in the Sixteenth Amendment— 
until it is realized through a sale or exchange 
of the machine. Likewise, when an investor 
receives a stock dividend it might be said 
that it represents an increase in the value of 
his investment in the form of corporate 
earnings; but ordinarily the income, if there 
be any, is not tarable income until it is 
realized through a sale of the dividend stock. 
A cash dividend, on the other hand, is tax- 
able income when received because it is 
fully realized through being “severed from 
the capital” and being “received or drawn by 
the recipient (the taxpayer) for his separate 
use, benefit and disposal—that is income de- 
rived from property.” * 


With all of these essential ingredients of 
income in mind, all drawn from pronounce- 
ments of the Supreme Court, consider the 
case of an individual who owns and operates 
a single retail drugstore. 

If he purchases a bottle of hair tonic for 
60 cents and sells it for $1, he has a gross 
receipt of $1 and what in the trade is called 
“gross income” of 40 cents. But he certainly 
does not realize a gain or profit in that 
amount. His income (if any) is something 
less than 40 cents because he necessarily in- 
curred other costs and expenses in making 
the sale. These other costs are just as much 
what the Supreme Court calls a “return of 
capital” as are the costs of the merchandise 
that was sold. 


Let us look at the income statement cov- 
ering our druggist’s retailing operations for 
the calendar year 1956, as it was prepared 
by his accountant: 

Sales of merchandise and pre- 

scriptions . 
Less cost of goods sold 
Gross income . $ 31,000 
Selling costs, including rent, reg- 

istered pharmacist’s pay, ad- 

vertising, etc. 


Net income (or gain) 


If in addition to these retailing operations 
the druggist also sold for $45,000 in cash a 
piece of nondepreciable property which had 
cost him $45,000, no one would say that he 
realized a gain or profit on that transaction. 
There was no gain or profit and, conse- 


quently, no income from it. Certainly the 


* Hisner v. Macomber, cited at. footnote 3. 
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$45,000 of gross income—the cash received 
for the property—did not represent gain. It 
was merely a return of capital in what the 
Supreme Court has called “a conversion of 
capital assets,” which does not “invariably 
produce income.” 


This being true of the proceeds of a single 
transaction, it must be true also of the ag- 
gregate amount of proceeds from many 
transactions, such as the druggist’s sales for 
1956, as shown above. His sales of $102,000 
were no more gain or profit than was the 
$45,000 of cash he received for his nonde- 
preciable property. Where there is no gain 
or profit there could be no “incomes” under 
the Sixteenth Amendment, as that term has 
been defined by the Supreme Court. 


Nor was the gross income of $31,000, 
shown in the above income statement, gain 
or profit. It was merely a figure which ac- 
countants customarily throw in to point up, 
for managerial purposes, by how much the 
aggregate amount of the sales exceeded the 
aggregate amount paid for the things which 
were sold. Gross income here is merely a 
rule-of-thumb figure, useful only for year- 
to-year comparisons, as an indicator of such 
things as pilferage and waste, and for budg- 
eting and other cost-control purposes. 


The Supreme Court has truly said that: 

“In order to determine whether there has 
been gain or loss, and the amount of the gain 
if any, we must withdraw from the gross 
proceeds an amount sufficient to restore the 
capital value that existed at the commence- 
ment of the period under consideration.” * 


In the income statement shown above, the 
“amount sufficient to restore the capital 
value that existed at the commencement of 
the period under consideration” is quite ob- 
viously the sum of the cost of the goods 
sold and the costs of selling those goods— 
$71,000 plus $29,000, or $100,000. 

To strip the above income statement of 
all details which are useful for managerial 
purposes, but of no significance in deter- 
mining “income” under the Sixteenth Amend- 
ment, let us restate it as follows: 


Sales (or “gross proceeds”) .. .$102,000 
Less cost of goods sold and all 

the other costs of making the 

sales 


Income (or gain) 


Of course there are other situations where 
the term “gross income,” in common speech, 


™ Doyle v. Mitchell Brothers Company, 1 ustc 
4 17, 247 U. S. 179. 
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is other than the excess of the aggregate 
sales over the cost of the goods which were 
sold. For instance, the gross income of a 
professional man is the sum total of the pro- 
fessional fees he receives, often identical in 
amount with his gross receipts or gross pro- 
ceeds. Even in such cases, however, the 
gross income is not gain (or income within 
the Sixteenth Amendment). To compute 
his gain, if any, “we must withdraw from 
the gross proceeds” the amount of his office 
rent, the office salaries he pays, the cost of 
his stationery and printing, and other ex- 
penses, just as the Supreme Court said in 
the decision quoted above. In other words, 
and as always, his income under the Six- 
teenth Amendment could be no more than 
the excess of his gross income over the costs 
he necessarily incurred in acquiring that 
gross income. 


How, then, may this be reconciled with 
that group of -decisions by the Supreme 
Court holding that the power to tax in- 
comes under the Sixteenth Amendment ex- 
tends to gross income? For example, in one 
of these cases the Court said (in 1934) that: 


“The power to tax income is plain 
and extends to the gross income. Whether 
and to what extent deductions shall be al- 
lowed depends upon legislative grace; and 
only as there is clear provision therefor can 
any particular deduction be allowed.” * 


First of all, it should be pointed out that 
the deductions involved in this group of 
cases were nothing like the deductions men- 
tioned in our retail drugstore example, as 
given above. They were not essential to the 
determination of true accounting or economic 
income, which distinguishes them completely. 
They were either expenses which were re- 
lated to a limitation of gross income, or 
losses not incurred in the conduct of the 
taxpayer’s regular business, or net losses of 
prior years. Moreover, in 1935 the Supreme 
Court distinguished a Kentucky graduated 
gross receipts tax from an income tax by 
pointing out that the latter has as its base 
net income.* 


Probably no one who is familiar with ac- 
counting terms and their use in everyday 
business life will disagree with the assertion 
that if gross income and net income are 
used by the Supreme Court in their gen- 
erally accepted meanings, and if we read the 
Court’s pronouncements literally, there is 
unquestionably a direct contradiction in what 
the Court has said. Most certainly gross in- 


8 New Colonial Ice Company, Inc. v. Helvering, 
4 ustc { 1292, 292 U. S. 435. 
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come and net income are not the same thing, 
as those terms are generally used. 


However, the most reasonable explana- 
tion of this seeming contradiction is the fol- 
lowing: 


When the Court said (in 1935) that the 
base for an income tax is net income, it 
meant exactly and literally just what it said, 
using that term in its generally understood 
sense. But when it said (in 1934) that the 
power to tax extends to the gross income, it 
was not using those two words as they have 
come to be meant and understood through 
custom and usage in the business world. In- 
stead, it was dealing with things which have 
nothing to do with the computation of ordi- 
nary accounting or economic income. In 
effect, it was saying that after coming to the 
base for the tax (met income) any deduc- 
tions therefrom shall be allowed only upon 
“legislative grace.” Used in this sense, gross 
income meant gross base for the tax (which 
is net income—gain or profit) before sub- 
tracting such extraneous items as Congress 
might grant as deductions. This is the same 
as saying that Congress can tax less than 
all of the income. It does not mean that it 
can tax more than the income or that it can 
tax as income something which is not in- 
come. 


How could it be otherwise? There is no 
other explanation or interpretation which 
could satisfy the dictates of reason. To hold 
that the literal interpretation is the correct 
one would be to impute to the Court an 
absurdity and self-contradiction that is not 
justified by its record. 


It is, of course, unfortunate that the Court 
used the term “gross income” as it did, in 
the face of its common business usage. This 
has caused a great deal of trouble to the 
taxpayers, tax practitioners and government 
officials. But such things do happen some- 
times; and we must remember that fre- 
quently there is a wide difference between 
court parlance and that of the work-a-day 
business office. 


What may have added to the confusion 
over this is the rather loose assertion, some- 
times heard, that “Congress can levy a tax 
on gross income or gross receipts if it wants 
to.” This may be true or it may be false, 
depending upon the kind of tax the speaker 
has in mind, If he is talking about an ex- 
cise tax On gross receipts or gross revenues, 
he is quite correct; but if he is saying that 
Congress can impose an income tax on what 


® Stewart Dry Goods Company v. Lewis, 1 
ustc { 102, 294 U. S. 550. 
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“in common speech” is called gross income, 
he is in error. 

The kind of tax and its subject must be 
stated clearly and without ambiguity in the 
authorizing statute. These two things are 
highly essential to the validity of any tax 
law; and it follows that when we are dealing 
with problems which arise in connection 
with a general income tax, it gets us no- 
where to inject into the discussion a state- 
ment as to what Congress might have made 
the subject of some other kind of tax. 


It is foolish, moreover, to argue that in 
imposing an income tax Congress may 
properly allow or disallow at will items of 
expense necessarily incurred in acquiring 
gross revenues, merely because it could have 
imposed an excise tax on those revenues. 
The point always to remember is that what 
we are dealing with is not an excise tax but 
an income tax, the subject of which is “in- 
come.” The determination of the amount of 
that income must always involve a deduc- 
tion from the gross revenues of all the costs 
(including all expenses) of bringing those 
gross revenues into the business, just as the 
Supreme Court said in Doyle v. Mitchell 
Brothers Company.” 


At other times, another and slightly dif- 
ferent variety of confusion seems to be 
caused by some who say that Congress 
has the power to lay and collect a tax on 
incomes even without benefit of the Six- 
teenth Amendment. What makes this worse 
is a spurious color of authority added when 
they cite a decision of the Supreme Court 
handed down in 1916, the dicta of which 
seem to indicate that what they say might 
be true with respect to the 1913 income tax 
law as applied to the particular case at bar.” 

It is true, in one sense, that Congress has 
now and always has had that power. The 
Sixteenth Amendment “did not extend the 
taxing power to new subjects, but merely 
removed the necessity which otherwise might 
exist for an apportionment among the states 
of taxes laid on income.” ” 


Of course, the answer to those who ques- 
tion the need or purpose of the Sixteenth 
Amendment is the same as we have pointed 
out above: 

The Supreme Court has held that a gen- 
eral income tax is such a burden on prop- 
erty as to be a direct tax. Being a direct 
tax, the Constitution requires that it be 
apportioned among the states according to 





%” Doyle v. Mitchell Brothers Company, cited 
at footnote 7. 

11 Stanton v. Baltic Mining Company, 1 ustc 
{ 8, 240 U. S. 103. 
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population, something we all know is im- 
practical. So the practical effect of the 
Supreme Court’s pronouncement was to 
render a tax on incomes invalid until adop- 
tion of the Sixteenth Amendment made it 
the one exception to the requirement of 
apportionment of direct taxes. 


If the dicta of the 1916 decision (cited at 
footnote 11) were to be extended to sup- 
port the notion that Congress has the gen- 
eral power, without benefit of the Sixteenth 
Amendment, to tax incomes without appor- 
tionment, then it may be truly said that the 
Supreme Court has reversed itself in many 
more recent decisions.” 


The adoption of the Sixteenth Amend- 
ment was no hoax, nor was it farcical. It 
has real meaning in the basic law of the 
land and today makes possible the greatest 
flow of tax revenue into the United States 
Treasury in the history of this country, 
more even than in time of war. It would 
be absurd to argue otherwise, based on 
nothing more sound than dicta used in just 
one particular case decided over 40 years 
ago when income taxation in this country 
was still scarcely in its infancy. 

While we are still in this thought area, 
there is one other matter that seems to call 
for ventilation. There appears to be mis- 
understanding in some quarters caused by 
the fact that a tax on a privilege which is 
“measured by” income, such as the 1909 
excise tax on corporations, should be held 
valid without benefit of the Sixteenth Amend- 
ment, while a tax on income (as such) 
could be imposed only with the specific 
power granted by that amendment. 


The explanation is simple enough. The 
framers of the Constitution wrote into it 
the requirement that all direct taxes must 
be apportioned as a restraint on the taxing 
power of Congress. Since it is that upon 
which the levy is being imposed (including 
the burden falling on property) which de- 
termines whether it is a direct tax or an 
indirect tax, the method or “measure” pre- 
scribed for its determination or computa- 
tion is immaterial, so long as the levy has 
some reasonable relation to the value or size 
of what is being taxed. 

Some may feel that a tax that is measured 
by income is the equivalent of a tax on 
income because it comes out to the same 
thing and the same amount and, conse- 
quently, the distinction is more apparent 





12 Hisner v. Macomber, cited at footnote 3. 
13 Hisner v. Macomber, cited at footnote 3. 
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Creative imagination is just as 
effective and potent in the field of 
income taxation as it is in 

any other theater of human action. 


than real. In a very restricted sense this may 
be true, particularly in the case of a state 
franchise tax measured by income. But a 
general income tax is a much broader im- 
position, reaching into practically every nook 
and cranny of an extremely complex eco- 
nomic structure; consequently, its revenue 
productivity is far greater than that of any 
mere privilege tax yet devised. 


Now after spending enough time on the 
more serious confusions which have come 
from certain dicta of the Supreme Court, 
let us return to our main theme, namely, 
that the base for any general income tax 
must be net income or, in other words, gain 
or profit. 


When we once come to the point at 
which we can accept this as a basic premise, 
then we see the entire field of income taxa- 
tion in a much clearer and much less un- 
certain light. 


Immediately it becomes apparent, for ex- 
ample, that it should have been unnecessary 
to have written into so many income tax 
laws over the years the provision that there 
shall be allowed as deductions the ordinary 
and necessary expenses of the business. It 
should have been understood that since the 
tax was on “incomes” under the Sixteenth 
Amendment, it would be impossible to com- 
pute the base for the tax (met income—gain 
or profit) without allowing as deductions 
all the ordinary and necessary expenses of 
the business. To put it in another way, 
there must always be allowed as deductions 
all the ordinary and necessary expenses, 
because, as the Supreme Court has said, 
“we must withdraw from the gross proceeds 
an amount sufficient to restore the capital 
value that existed at the commencement of 
the period under consideration.” (Case cited 
at footnote 7.) 


Likewise it becomes immediately apparent 
that the arbitrary disallowance of ordinary 
and necessary expenses by legislative fiat 
or administrative interpretation can only 
result in distortion of income and the taxa- 
tion of something other than gain or profit. 


Unfortunately, so many of the decisions 
we have today are grounded on the theory 
that it was the intent of the Congress to 
have it a certain way, without passing di- 
rectly upon the constitutionality of that way. 
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Therein lies the source of much of the 
confusion and hazy thinking witnessed to- 
day in the field of income taxation. It seems 
to be an almost invariable custom when 
problems arise to look only for some indica- 
tion of the intent of Congress without put- 
ting that intent to the test of constitutionality. 
Seldom does anyone ask whether the intent 
of Congress was within the powers granted 
it by the Constitution. The general tendency 
of so many tax representatives is to shy 
away from that question as though it were 
something fearful and awesome that never 
should be even mentioned. 


Of course, we all know that very often 
the amounts involved would not justify the 
delays and heavy costs of carrying the 
question to the Supreme Court of the United 
States, even when there seems very little 
doubt about the proposed levy being in- 
valid. Taxpayers and their counsel must be 
practical; and there is much to be said for 
disposing of old tax controversies without 
unnecessary delay. 


Nevertheless, it is equally true that blind 
or hasty action in these matters is never 
wise. It is better by far to lay a course with 
one’s eyes open, after a weighing of all 
possible alternatives, than to run the risk 
of overlooking some point which, if real- 
ized, would change the decision. 


We stand to lose much by ignoring these 
things entirely. Imagination of the creative 
variety is just as effective and potent in the 
field of income taxation as it is in any other 
theater of human action; and a knowledge 
and clear understanding of the authority 
upon which a taxing statute rests will al- 
ways stimulate more productive thinking on 
the difficult questions that so often arise 
under such laws. 


A greater awareness of the source and 
extent of the power of the Congress to tax 
incomes should be helpful to all of us. It 
should make it easier to bring our daily 
income tax difficulties into clearer focus. 


Moreover, it should help us the better 
to see that many of these problems we now 
struggle over would cease to be problems if 
it could be understood by all that “income” 
within the purview of the Sixteenth Amend- 
ment can be nothing more than gain or 
profit (just as the Supreme Court has said). 
Once we see this, it should be very clear 
that gross income per se is not income. It 
is only one factor which, when balanced 
against the outgo which produced it, may or 
may not result in income. [The End] 
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Funding Partnership Buy-and-Sell 


Agreements with Life Insurance 


By DAVID L. SAMUELS 


The Prunier and Sanders cases have caused considerable discussion 


with regard to corporate stock-redemption agreements. 


Several articles 


on the subject have appeared in TAXES. This article deals with the 
buy-and-sell agreement—the counterpart to the corporate stock-redemption 


agreement in the partnership situation. 


The author describes the pros and cons 


of the entity and cross-purchase approaches, and states his recommendation. 


OR THE BENEFIT of those who 

wish to know what they are getting 
into before deciding to undertake the read- 
ing of an article, it may be well to point 
out that the purposes of this writing are 
to note the following: 


(1) Under the regulations, if the “entity” 
approach to partnership buy-and-sell in- 
surance is used, the Service may determine 
that the agreement was not made at “arm’s 
length” or lacks adequate consideration 
and, therefore, is not binding on the Com- 
missioner for estate tax purposes, even 
though it is binding on the parties as to 
the price to be paid to the estate of the 
deceased partner. This, in turn, may result 
in an unnecessary increase in the valuation 
of the decedent’s estate, and may even 
result in the estate having to pay a tax 
on a larger valuation than the estate contains. 


(2) Under the present wording of the 
appropriate sections of the Internal Reve- 
nue Code, at the time of entering into a 
partnership agreement the parties may pro- 
vide that a substantial portion of the 
payments to be made to the estate of the 
deceased partner will be taxed as income 
to the estate and will thereby reduce the 
taxable income upon which the surviving 
partners must pay incotne tax. Whether 
or not this is to the advantage of the 
parties concerned will, of course, be a 
question of fact in each case. The im- 
portant point here is to note how this 
allocation of taxable income may be affected 
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by the decision of the partners to use the 
entity rather than the cross-purchase life 
insurance approach. 


(3) Persons entering into a partnership 
agreement may agree to entirely unfore- 
seen allocation of payments of premiums 
if the entity rather than the cross-purchase 
insurance approach is used. 


Also, before proceeding further the writer 
wishes to express his personal belief that in 
recent years the members of the life insur- 
ance fraternity have made considerable progress 
toward acquiring a professional relationship 
with their clients. If portions of this article 
appear to be critical of the activities of cer- 
tain insurance salesmen, the statements 
should be deemed directed at the objec- 
tionable activities of the uninformed minority 
and are not intended in any way as a criti- 
cism of the majority, who perform a valu- 
able service to the public and bring respect 
to their activities and the companies they 
represent. 

The terms “cross-insurance” and “cross- 
purchase insurance” are applied to the ar- 
rangement whereby each partner acquires a 
policy, or an interest in a policy, on the lives 
of each of his partners, so that if one of 
them dies, the insurance proceeds will pro- 
vide the owner of the policy with funds, 
paid to him tax free, which he may use in 
purchasing the interest of the deceased part- 
ner or his proportionate share of the de- 
ceased partner’s interest, as the case may 
be. The so-called “entity” approach has 
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developed as a result of determinations un- 
der the “old” law (Internal Revenue Code 
of 1939) that, generally, if a partnership 
owns policies of insurance on the lives of 
the partners and uses the proceeds to retire 
the interest of a deceased partner, the Inter- 
nal Revenue Service will recognize the part- 
nership as an “entity,” so that fie insueance 
will not be taxed twice for estate tax pur- 
poses; that is, once to the estate of the de- 
ceased partner under ‘the old “payment of 
premium” test or under the “ownership of 
incidents of ownership” test, which remains 
effective in the present law,’ and again as 
an asset of the partnership in evaluating the 
partnership interest which is purchased from 
the estate of the decedent. 


Estate Tax 

Obviously the entity approach had con- 
siderable appeal under the old law, since 
there was no need to have any change of 
ownership after the death of a decedent; 
prior to adoption of the 1954 Code,’ if one 
of the surviving partners bought from the 
estate of the deceased partner an interest in 
a policy insuring the life of another surviv- 
ing partner, there would be adverse income 
tax results upon the death of the insured.’ 

This particular problem no longer exists 
under the 1954 Code, which specifically pro- 






vides that the purchaser of an interest in a 
policy insuring the life of a partner of his is 
exempted from the rules usually applying to 
purchasers of policies of insurance on the 
lives of other persons.* Nevertheless, the 
entity approach still has an appeal because 
of its simplicity, particularly where there 
are many partners in a given firm. For ex- 
ample, if there are 15 partners and cross- 
insurance is used, it is generally believed 
that a mad scramble as to ownership of at 
least 15 policies must follow the death of 
each partner, whereas if the firm owns the 
policies insuring the lives of each, no changes 
are needed simply because of the death of 
one or more partners.° 

Apparently, it is for this reason that one 
so often finds representatives of life insur- 
ance companies proposing an entity pro- 
gram to a client, and there is certainly no 
improvement in the relationship between 
the life insurance salesman or chartered 
life underwriters on the one hand, and the 
client’s legal adviser on the other hand, when 
the attorney, in order to properly represent 
his client, is forced to declare that the pro- 
posal may have certain unnecessary adverse 
tax effects on the client. Incidentally, it is 
submitted here that the objection to cross- 
insurance where there are numerous part- 
ners can quite easily be overcome by use of 





11954 Code Sec. 2042(2); CCH Federal Estate 
and Gift Tax Reports { 1670.03. 

21939 Code Sec. 22(b)(2); cf. 1954 Code Sec. 
101(2(B); CCH*Standard Federal Tax Reports 
(1957 Ed.), Vol. 1, § 913.02. 

* Under the “old” law, if A owned policies 
insuring the lives of his partners, B and C, and 
at his death his policy on the life of B was 
bought by C to give C additional coverage 
for the increase in the value of B’s interest 
resulting from A's death, on B's later death the 
proceeds of this policy bought from A's estate 
are taxable as income to C, except for the 
“actual value’’ of the consideration paid by C 


to A’s estate plus the ‘premiums and other 
sums" paid by C after purchase. (1939 Code 
Sec. 22(b)(2)(A).) This did not apply if the 


partnership as such owned the policy—assuming 
it did not purchase the policy from a previous 
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owner—since there was no transfer for a valu- 
able consideration within the meaning of the 
act when the interest of a deceased partner was 
retired. (Bowe, Life Insurance and Estate Tax 
Planning (Vanderbilt University Press, 1952), 
p. 65.) 

#1954 Code Sec. 101(2)(B) provides that the 
general rule taxing proceeds of policies trans- 
ferred for a valuable consideration does not 
apply if transfer is to (1) the insured, (2) a 
partner of the insured or (3) a corporation in 
which insured is a shareholder or officer. Note 
that there is no such exemption because transfer 
is to a fellow shareholder of a corporation. 
(CCH Standard Federal Tax Reports (1957 Ed.), 
Vol. 1, { 913.02.) 

51954 Code Sec. 708(b); CCH Standard Fed- 
eral Tax Reports (1957 Ed.), Vol. 3, { 3940.01. 
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a life insurance trust, with the trustee being 
named as owner and beneficiary of the life 
insurance policies and the trust agreement 
setting forth the partners as beneficiaries of 
the trust in such proportions that each of 
the partners owns an interest in all of the 
policies except the one insuring his own life. 
Changes in the proportionate interests of the 
individuals as beneficiaries are made auto- 
matically by the trustee as each death occurs.® 


In any event, let us proceed to some of 
the dangers which may flow from use of 
the entity approach to a partnership buy- 
and-sell agreement to be funded by life in- 
surance. At the start it may be well to look 
at the proposed federal estate tax regula- 
tions," which specifically refer to the use of 
life insurance policies as part of arrange- 
ments for the purchase of partnership in- 
terests and which state that if the arrange- 
ment is “a binding agreement for full and 
adequate consideration in money or money’s 
worth entered into in good faith and at arm’s 
length,” only the value of the partnership 
interest, and not the value of the insurance, 
will be included in the decedent’s gross es- 
tate. After this appears the following lan- 
guage, the exact meaning of which is unclear, 
at least to this writer: 


“However, if the insurance is owned by 
or payable to the partnership or corporation, 
or a trust created by it or for its benefit, the 
proceeds of insurance are considered as an 
asset of the partnership or corporation for 
the purposes of first, determining whether 
the agreement was supported by full and 
adequate consideration in money or money’s 
worth and, second, determining the value of 
the decedent’s interest or shares if the 
agreement is not considered to have been 
entered into in good faith and at arm’s 
length. The principles described in § 20.2031-2 
(h) are to be applied in determining whether 
the agreement was supported by the full and 
adequate consideration in money or money’s 
worth. If the agreement was not supported 
by full and adequate consideration in money 
or money’s worth, there is included in the 
decedent’s gross estate both the value of the 


decedent’s interest or shares (determined 
without regard to the agreement) and, if 
otherwise includible, the proceeds of the in- 
surance (except to the extent that the pro- 
ceeds are included in the value of the interest 
or shares).” 


The confusion arises from a doubt as to 
whether the quoted language should be in- 
terpreted as stating that if the proceeds of 
the life insurance policy are not included as 
an asset of the partnership, the Commis- 
sioner will argue that he is not bound by the 
price fixed in the buy-and-sell agreement, 
or whether what is intended is that all of 
the facts will be investigated to determine 
whether or not the transaction was entered 
into on an “arm’s length” basis for “full and 
adequate consideration in money or money’s 
worth,” so that the Commissioner is in 
reality merely reserving a basis for looking 
through the form to the substance when it 
appears that the parties to the agreement 
had some improper motive.” 

For example, assume a case where the net 
worth of the partnership, exclusive of life 
insurance, is $150,000, and each of the three 
partners has an equal one-third interest in 
the firm and its assets. Let us further as- 
sume that the partnership owns three sep- 
arate policies of insurance for the face 
amount of $50,000, one of which insures the 
life of each of the three partners, and that 
the interpolated terminal reserve for each 
of the policies is approximately $20,000 at 
the time that one of the partners dies. A 
true picture of the net worth of the partner- 
ship immediately after death will be some- 
what as follows: 


Net worth of assets other than 


insurance $150,000 
Proceeds of insurance on life of 
decedent . 50,000 
Value of insurance contracts in- 
suring lives of surviving part- 
ners 40,000 
Total $240,000 
One third of above, represent- 
ing decedent’s interest $ 80,000 





®See Rabkin and Johnson, Current Legal 
Forms with Tax Analysis, Vol. 1, p. 162a, Form 
1.64; Nossaman, Trust Administration and Taxa- 
tion (2d Ed.), Vol. 2, pp. 563 and following. 

* Proposed Regs. Sec. 20.2042-1(c) (6). 

’ The reference to par. 20.2031-2(h) seems to 
indicate a fear of special relationships between 
partners, and states: ‘‘An agreement will ordi- 
narily be presumed to have been entered into 
for full and adequate consideration . a; 8 
was arrived at as a result of arm's length 
bargaining between strangers. However, this 
presumption does not apply if the agreement is 
entered into by the decedent and those who are, 
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directly or indirectly, the natural objects of 
his bounty .’ But this must be com- 
pared with (1) language in the same paragraph 
(providing that even though the decedent's 
right to dispose of his interest during his life 
is restricted, ‘“‘if full and adequate considera- 
tion was not given for the option or 
contract, the option or contract price will be 
disregarded .': and (2) language in the 
paragraph quoted above (20.2042-1(c)(6)), to the 
effect that the insurance proceeds are considered 
an asset of the partnership for the purpose of 
determining ‘‘whether the agreement was sup- 
ported by full and adequate consideration.”’ 
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Let us further assume that under the part- 
nership buy-and-sell provisions, the partner- 
ship has the right to buy from the estate of 
the decedent the latter’s interest in the part- 
nership under a formula which attributes no 
value to life insurance contracts or proceeds 
and fixes the price at $50,000. 


Obviously, if the regulations are inter- 
preted as meaning that the Commissioner is 
not bound by the buy-and-sell provisions 
because the valuation of the decedent’s part- 
nership interest did not take into account the 
life insurance involved, it appears that the 
estate tax on the decedent’s estate will in- 
clude $80,000 as representing the aggregate 
of his interest in the partnership and the 
particular policy of life insurance, even 
though the estate will receive only $50,000 
pursuant to the buy-and-sell agreement.’ 


It should be equally obvious that this re- 
sult would not have followed had cross- 
insurance been used, for the partnership 
entity would not have owned any of the in- 
surance and, therefore, the value of it would 
not have been included in evaluating the 
decedent’s interest in the partnership. The 
surviving partners would have owned the 
policy insuring the life of the decedent and, 
therefore, would have received the $50,000 
proceeds at the decedent’s death. They would 
have received these tax free,” and on pur- 
chasing the decedent’s interest from his 
estate, there would have been no basis for 
taxing the estate for more than the $50,000 
received as proceeds of the sale, plus the 
value of the policies owned by the estate 
insuring the lives of the surviving partners. 


Recently an insurance adviser pointed out 
that even if the suggested interpretation of 
the regulations should prove to be the cor- 
rect one, the objection could be overcome by 
providing that the insurance should be taken 
into account in evaluating the decedent's 
interest in the partnership. While it is true 
that this would mean that the decedent's 
estate would receive the amount on which it 
would have to pay a tax, it must be equally 
obvious that this approach is unnecessarily 


* There is certainly no suggestion here that 
the Commissioner's contention will be allowed 
without question. On nontax contract prin- 
ciples, there would seem to be an arm’s-length 
transaction and ‘‘full and adequate considera- 
tion’’ in any case where the relationship be- 
tween the various partners is strictly a business 
one and the valuation provisions of the buy- 
and-sell agreement are identical as to each of 
the partners. Nevertheless, the expenses of 
litigation and the well-established history of dif- 
ferent principles being applied to tax cases 
than are applied to other cases raise a question 
as to the advisability of recommending the 
entity approach before elimination of the un- 
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inefficient, even if, as was suggested in the 
case in question, the decedent “really needs 
to receive that much cash in the form of 
insurance proceeds.” In the first place, there 
is no reason to inflate the amount which 
is to be taxed in the decedent’s estate as 
the value of his interest in the partnership 
when cross-insurance can provide for pay- 
ment of the true value of the partnership in- 
terest exclusive of the insurance. In the 
second place, if the decedent needs an addi- 
tional amount in order to provide his estate 
with the necessary liquidity, this can be 
arranged for by having his wife, or whom- 
ever else he selects as the object of his tes- 
tamentary bounty, take out a policy on his 
life as owner and beneficiary. Under the 
present law,” the mere fact that the insured 
helps out with the payment of premiums or 
in fact pays all of the premiums will not 
require inclusion of the policy proceeds in 
his estate at his death. 


Income Tax 


Perhaps even more important than the 
estate tax problems heretofore considered 
are those involving the federal income tax. 
Under the present law, partners are given 
considerable leeway for deciding among 
themselves how portions of the liquidation 
or purchase price paid to a retiring or sell- 
ing partner’s estate may be allocated be- 
tween capital and income. Under Code 
Section 736, where the partnership remains 
in existence and liquidates the interest of 
the decedent, certain sums which would 
otherwise be taxable as normal income to 
the estate of the decedent may be treated 
as payments for a capital interest, that is, 
payments for “property,” to the extent that 
the partnership agreement specifically pro- 
vides that a portion of the payment is to be 
allocated to good will.” However, only a 
“reasonable amount” may be allocated to 
good will. An alternative procedure avail- 
able to partners for arranging to have por- 
tions of the payments to the decedent’s 
estate treated either as income or as capital 
payments involves the decision as to whether 


certainty as to the adequacy of the considera- 
tion and while the problems can be averted 
through use of cross-insurance. 

1954 Code Sec. 101(a)(1); CCH Standard 
Federal Tax Reports (1957 Ed.), Vol. 1, { 913.01. 

™ 1954 Code Sec. 2042. Bowe, Tax Planning 
For Estates (Vanderbilt University Press, 1955), 
p. 52; CCH Federal Estate and Gift Tax Re- 
ports { 1670.03. 

% 1954 Code Sec. 736(b)(2)(B); Willis and 
Forster, ‘‘Drafting Hints for Partnership Buy- 
Sell Agreements,’ 96 Trusts and Estates 337 
(April, 1957); CCH Standard Federal Tax Re- 
ports (1957 Ed.), Vol. 3, { 3970.01. 
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at death the partnership as an entity is to 
liquidate the interest of the deceased partner 
(which would occur under the entity life in- 
surance approach), or whether one or more 
of the surviving partners will purchase the 
decedent’s interest from his estate (as would 
be the procedure where cross-insurance is 
used). 


Under the present law,” where there is 
a sale of a partnership interest, there is a 
capital transaction in so far as the seller is 
concerned, except as to the portion of the 
purchase price attributable to unrealized ac- 
counts receivable and inventory items which 
have appreciated substantially. There is 
such a sale when some or all of the surviv- 
ing partners, as individuals, purchase the 
decedent's interest from his estate.” 


On the other hand, it is provided that 
where payments are made “in liquidation of 
the interest of a retiring partner or a de- 
ceased partner,” “ as is the case where the 
partnership as such buys out the interest of 
the deceased partner,” all payments received 
by the seller are considered as ordinary in- 
come, except the portion thereof attributable 
to partnership “property” other than ac- 
counts receivable and (if specifically pro- 
vided for in the agreement) good will. Even 
in the latter case, only a reasonable sum will 
be treated as allocated to good will, regard- 
less of the provisions of the agreement.” 


This difference in emphasis is extremely 
important to the estate of the decedent, par- 
ticularly where the sum received for the 
decedent’s interest substantially exceeds the 
value of partnership property (other than 
accounts receivable and a reasonable amount 
specifically allocated to good will), and, of 
course, the extent to which the payments 
exceed such allocation is always a question 
of fact. The fact that the payments so taxed 
as income to the estate of the decedent will 
be treated as deductions, reducing the tax- 
able income on which the surviving part- 
ners must pay a tax, may be of small comfort 
to the estate and heirs of the decedent, 
unless this result has been foreseen at the 
time the partnership agreement was drafted 
and taken into account in computing the 
amount to be paid to the estate of the decedent. 


In no case is the problem mentioned in 
the preceding paragraph more apparent than 
in instances where the parties agree that 


18 1954 Code Sec. 741. 

™ Regs. Secs. 1.736-1(a)(1)(i) and 1.741-1(b); 
CCH Standard Federal Tax Reports (1957 Ed.), 
Vol. 3, § 3970.01. 

1° 1954 Code Sec. 736. 

% Willis and Forster, 
note 12. 


work cited at foot- 
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the firm will carry a certain amount of in- 
surance on the life of each of the partners 
and, on the death of a partner, that his 
estate will accept the proceeds of the policy 
insuring his life in full payment for his in- 
terest in the partnership. Obviously, at the 
time that such an agreement is made, the 
parties have no way of knowing what the true 
value of the assets of the partnership will 
be at death, but presumably they will pur- 
chase sufficiently large amounts of insur- 
ance to make certain that the estate of the 
deceased partner will receive not less than 
the true value of his partnership interest, 
taking into account anticipated prosperity. 
(It is respectfully submitted that a few 
partnership agreements are entered into 
without some anticipation or at least hope 
of successful operations.) To the extent that 
the proceeds of the life insurance exceed 
the value of the decedent’s interest in part- 
nership “property” as defined in Section 
736, it appears that the excess will be taxed 
as income ™ when received, if the interest is 
liquidated by the surviving partnership in- 
stead of being purchased by one or more 
surviving partners. 

Of course, as previously indicated, the 
amounts taxed to the estate of the decedent 
as income in such an instance of liquidation 
of a partnership interest will reduce the in- 
come which will be taxable to the surviving 
partners.” It seems not unreasonable to 
recognize that because of the reduction in 
income which will follow from the death of 
the decedent, it may be advantageous for all 
concerned to have the surviving partners 
obtain this benefit and compensate the estate 
of the decedent by increasing the total price 
to be paid for the decedent’s interest. The 
figures with regard to possible tax savings 
are extremely interesting.” However, in 
determining in any particular case whether 
or not this arrangement is appropriate, care 
should be taken to allow for possible ad- 
verse estate tax results to the estate of the 
decedent, at least until some clarification of 
the proposed estate tax regulations elimi- 
nates the problems previously mentioned. 

In view of the rather simple mathematics 
involved, the number of successful business- 
men who fail to realize the difference in 
effect on their individual pocketbooks be- 
tween the entity and cross-insurance ap- 
proaches to payments of premiums is amazing. 


™ Regs. Sec. 1.736-1(b)(3); S. Rept. 1622, 83d 
Cong., 2d Sess., p. 395. 

% Willis and Forster, 
note 12. 

#” Regs. Sec. 1.736-1(a) (4). 

* Willis and Forster, work cited at foot- 
note 12. 


work cited at foot- 
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If the partnership as an entity 
owns the insurance on the lives of 
the various partners, each of 

the partners pays his share of the 
premiums according to his share 
of the profits of the business. 


For this reason, it may be worth while here 
to note again that each partner is likely to 
pay an entirely different portion of the pre- 
miums on policies insuring lives of partners 
under the one method than he is under the 
other.” For example, if we assume the part- 
ners to be A, who is 50 years old, and B, 
who is 30 years old, it must be clear that B 
is interested in a policy insuring the life of 
A in order that the proceeds paid at A’s 
death can be used in purchasing A’s interest 
at death. If cross-insurance is used, the 
younger man will undoubtedly have to pay 
much larger premiums than will A in con- 
nection with a policy insuring the life of B, 
assuming the face amounts of both policies 
to be identical. The difference will be even 
greater if, as may often be the case, the 
partnership interest of the older man is the 
larger of the two. While B may be the least 
capable of paying the larger premiums from 
a financial viewpoint, at least he is the one 
who benefits from ownership of the policy, 
for in many cases he would be unable to 
buy out A if the necessary funds were not 
made available by the insurance policy. 
These elements apply regardless of how the 
retirement or purchase of the decedent’s in- 
terest is provided for and regardless of the 
number of partners involved. 


On the other hand, if the partnership as 
an entity owns the insurance on the lives of 
the various partners, obviously each of the 
partners pays his share of the premiums ac- 
cording to his share of the profits of the 
business. For purposes of simplification, 
let us assume a two-man partnership, the 
partners being the proverbial A and B. Let 
us further assume that A is 50 years of age 
and owns a 60 per cent interest in the busi- 
ness, being entitled to 60 per cent of the 
profits as well, and that B is 30 years of age, 
his share of the business and profits being 
40 per cent. If we further assume, for illus- 
trative purposes, that the net worth of the 
firm is $100,000, the appropriate figures be- 
gin to fall into place. For A to have adequate 





*1 CCH Federal Estate and Gift Tax Reports 
{ 7465. 

2 Premium payments may not be treated as 
deductible business expenses for income tax 
purposes (CCH Standard Federal Tax Reports 
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insurance coverage, under the cross-insur- 
ance plan, to enable him to buy out B’s in- 
terest if B is the first to die, A need only 
obtain $40,000 worth of insurance on the 
life of B, and the premium rate per $1,000 
will be comparatively low because of B’s 
youth. On the other hand, B will have to 
obtain $60,000 worth of insurance on the 
life of A, and the premium rate will un- 
doubtedly be higher in view of the age 
difference. On the other hand, under the 
entity arrangement, if the insurance pre- 
miums are paid by the partnership as owner 
of the policies, each dollar of premiums paid 
reduces A’s share of distributable income 
by 60 cents and B’s share of same by only 
40 cents. Actuarially, A is likely to be the 
first casualty, and yet he is in the ridiculous 
position of having to pay 60 per cent of the 
premiums on the policy insuring his own 
life, which has been taken out for the pur- 
pose of enabling B to acquire A’s interest 
from A’s estate, and he pays this out of 
“after tax” dollars.” 


As in the case of the income tax problems 
previously discussed, where the partnership 
agreement may be so worded as to give 
benefits to the estate of the decedent or to 
the surviving partners (depending upon the 
wording used), it is possible that the part- 
ners may prefer to have A bear the greater 
share of the burden arising from premium 
payments. However, experience in dealing 
with clients who have not realized the effect 
of having the partnership own life insurance 
indicates that the results should be pointed 
out to the clients in each case. 


Conclusion 


In conclusion, it seems that aside from 
the question of how the burden of premium 
payments should be borne by the partners, 
there are two important tax problems to be 
considered. As indicated, the best interests 
of all concerned may favor either one plan 
or the other, in so far as income taxes are 
concerned. On the other hand, from the 
estate tax point of view it appears that there 
are certain risks involved in using the entity 
plan, which can be avoided through use of 
cross-insurance, so that it is difficult to war- 
rant a recommendation of the entity plan 
unless and until the suggested problems 
have been eliminated through clarification 
of the regulations. [The End] 
(1957 Ed.), Vol. 2, { 2223.0151), but would 
normally be borne by the parties in proportion 


to their respective partnership interests, as in 
the case of other capital disbursements. 
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Deductibility of Lobbying, Initiative 
and Referendum Expenses: A Problem 
for Congressional Consideration 


By HART H. SPIEGEL 


In view of the fact that the Treasury has not yet promulgated final 
regulations under Section 162(a) of the Code and in view of the controversy 
which its Proposed Regulations Section 1.162-15(c) has created, this subject is 


worthy of consideration by the bar, the Treasury and Congress. 


Three 


aspects of the problem are considered in this article: (1) the deductibility 
of expenses for the promotion or defeat of legislation, 

(2) the deductibility of expenses incurred in connection with presentation 

of initiative and referendum measures to the public and (3) the deductibility 
of dues paid to trade associations which engage in legislative activity. 

The article is reprinted from the March, 1957 California Law Review. 


ONSIDERING the magnitude of lobby- 

ing and legislative expenditures, includ- 
ing initiative or referendum expenditures,’ 
the question of their deductibility for tax 
purposes is worthy of dispassionate debate 
and rational decision—to date it has been 
accorded neither. Under the present In- 
ternal Revenue Code, the problem is cast 
in terms of whether the expenses are “ordi- 
nary and necessary” business expenses.” 
There is nothing intrinsically wrong with 
these criteria, provided taxpayers and the 
Treasury are willing to abide by them. 
But they are rather empirical tests, and 


1 Expenditures of 150 corporations for appear- 
ances before Congressional committees, con- 
tributions to trade associations which directly 
or indirectly influenced legislation, and non- 
trade advertising from January, 1947, through 
May, 1950, totaled $33,145,249.31. (H. Rept. 3238, 
8ist Cong., 2d Sess., p. 43 (1951).) The chair- 
man of the Natural Gas and Oil Resources 
Committee testified before a Senate special 
committee that assessments and contributions 
received by his committee between December 1, 
1954, and March 31, 1956, totaled $1,972,545.58. 
(Hearings Before the Special Committee to In- 
vestigate Political Activities, Lobbying and 
Campaign Contributions, 84th Cong., 2d Sess., 
p. 114 (1956).) The Internal Revenue Service 
apparently proposes to disallow all of such as- 
sessments or contributions as income tax de- 
ductions. (15 Congressional Quarterly (Weekly 
Report) 125 (1957).) Expenditures reported to 
the Secretary of State in connection with the 
1956 oil and gas conservation initiative measure 
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the Treasury, presumably representing the 
public, finds it difficult to resolve so sensi- 
tive a question by application of such un- 
critical standards.* The tendency has been 
to impose restrictions on deductibility which 
are not spelled out in the statute.* This 
high-mindedness on the Treasury’s part 
may indicate a desire to serve the public 
weal; but it is debatable whether such zeal 
is not misplaced. 


The plain fact is that expenditures to 
influence the law-making process are unique. 
The extent to which money should be 





in California totaled $4,861,653.51. (Letter from 
the Secretary of State to the author, Dec. 18, 
1956.) See San Francisco Chronicle, December 
7, 1956, p. 12, col. 1. 

2 1954 Code Sec. 162(a). For the general mean- 
ing of this language, see Deputy v. du Pont, 
40-1 ustc { 9161, 308 U. S. 488, 496: Welch v. 
Helvering, 3 ustc $1164, 2% U. S. 111, 113 
(1933). 

3See American Bar Association Tax Section, 
Report (1954), pp. 54-61. The report recom- 
mends an amendment to Sec. 162(a) of the 
Code Which would permit deduction of expendi- 
tures for lawful lobbying activities—but not for 
political contributions. See Paul, ‘‘The Use of 
Public Policy by the Commissioner in Disallow- 
ing Deductions,’ 1954 Southern California Tax 
Institute 715; note, ‘‘Tax Treatment of Lobby- 
ing Expenses and Contributions,’’ 67 Harvard 
Law Review 1408 (1954). 

*For the earlier regulations under the 1939 
Code, see footnote 6. 
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spent to promote or defeat legislation and 
be deducted for tax purposes is one of 
serious concern to any thinking person. On 
the one hand, the right of the people to 
petition the government for a redress of 
grievances, guaranteed by the First Amend- 
ment to the Constitution, must be protected; 
limitations on the deductibility of expendi- 
tures for legislative matters raise serious 
questions in this area.’ On the other hand, 
the purity of our legislative processes and 
the integrity of our tax structure should be 
safeguarded. These are the relevant policy 
considerations. But there is no proper place 
for them if the inquiry is limited to whether 
the expenses are “ordinary and necessary” 
business expenses. The situation cries aloud 
for Congressional review and for relief 
from judicial and administrative pulling 
and hauling over the scope of these words, 
which have characterized the discussion to 
date. 


Three aspects of the problem are here 
considered: (1) the deductibility of expendi- 
tures incurrerl in advocating or opposing 
legislation; (2) the deductibility of expendi- 
tures incurred in advocating or opposing 
initiative or referendum measures, including 
state or federal constitutional amendments; 
and (3) the deductibility of dues paid to 
nontaxable trade associations which carry 
on legislative activity for their members. 


SIn U. 8. v. Harriss, 347 U. S. 612 (1954), 
the Supreme Court noted the restrictive manner 
in which the Federal Regulation of Lobbying 
Act, 60 Stat. 812 (1946), 2 USC Sec. 261 (1952), 
must be construed in order to preserve the 
right to petition the government for a redress of 
grievances guaranteed by the First Amend- 
ment to the Constitution. See also U: 8. v. 
Rumely, 345 U. S. 41 (1953). Denial of tax de- 
ductions in this era is certainly as stringent a 
restriction as the registration requirements 
which caused the Supreme Court concern in 
the Harriss case. 

* Proposed Regs. Sec. 1.162-15(c) (1956). This 
regulation is patterned after Regs. 118, Sec. 
39.23(q)-1(a) and 39.23(0)-1(f) (1953), and is in 
keeping with longstanding Treasury policy on 
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It is the thesis of this article that: (1) 
business expenditures for lobbying for the 
promotion or defeat of legislation or for 
initiative or referendum measures are pres- 
ently deductible for tax purposes so long 
as the activities carried on are not illegal, 
and therefore the Treasury’s regulation 
declaring such expenditures to be nonde- 
ductible is invalid; and (2) Congress should 
recognize the question as one calling for 
careful weighing of competing policy con- 
siderations and provide specific rules gov- 
erning the deductibility of these expenditures. 


EXPENSES FOR PROMOTION 
OR DEFEAT OF LEGISLATION 


Treasury's Position 


The Treasury’s position has the merit of 
clarity and simplicity. The regulation pro- 
posed under the 1954 Code states: ° 


“Expenditures for lobbying purposes, for 
the promotion or defeat of legislation, for 
political purposes, or for the development 
or exploitation of propaganda (including 
advertising other than trade advertising) 
relating to any of the foregoing purposes, 
are not deductible from gross income. No 
payment made, either directly or through 
any organization, for the specific purpose 
of attempting to promote or defeat legisla- 
tion shall be deductible.” 


political or legislative expenditures. In T. D. 
2137, 17 Treas. Dec. Int. Rev, 48, 57-58 (1915), 
applicable to the act of October 3, 1913, Ch. 16, 
Sec. 2, 38 Stat. 167, the Treasury ruled that 
amounts expended by corporations for lobby- 
ing purposes were not deductible. The history 
of the regulation is set forth in Textile Mills 
Securities Corporation v. Commissioner, 41-2 
ustc { 9784, 314 U. S. 326, 337. While the regula- 
tion under the 1939 Code appeared under the 
contribution sections rather than the business- 
expense section, courts held it equally applicable 
under the latter; McClintock-Trunkey Com- 
pany, CCH Dec. 19,316, 19 TC 297 (1952), rev'd 
on other grounds, 55-1 usrc { 9110, 217 F. (2d) 
329 (CA-9, 1954). 
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The Treasury has successfully applied 

the comparable regulation under the 1939 
Code in a variety of cases, the most striking 
of which is that of the Delaware Steeple- 
chase & Race Association.’ The petitioner 
was in the race-track business. A major 
source of its income was from commissions 
on pari-mutuel betting pools. During 1941 
the Ways and Means Committee of the 
United States House of Representatives 
was considering the imposition of an excise 
tax on pari-mutuel betting. In 1942 peti- 
tioner paid $742.72 to a law firm as its 
share of the fee for appearances by the 
firm before the House Ways and Means 
Committee. The Tax Court sustained the 
disallowance of any deduction for this ex- 
penditure, pointing out that the expenditure 
was obviously “for the promotion or defeat 
of legislation” and therefore nondeductible 
under the regulation. The same view was 
expressed in the earlier case of Mary E. 
Bellingrath, where the cost of assembling 
facts and arguments for presentation to the 
legislature was disallowed despite a finding 
that® “All these activities were normal and 
in no way sinister or objectionable. 
They were engaged in a proper and legal 
attempt to prevent injury to their business 
by persuading the legislature that the pro- 
posed legislation was unwise, unfair, and 
unwarranted.” 

In these and similar cases” there was 
no finding that the activities of the tax- 
payers and their representatives were illegal, 
immoral or in contravention of any defined 
public policy." Yet no deduction was al- 
lowed because of the existence of the 
regulation. It is thus apparent that under 
the Treasury’s proposed regulation, if the 
president of a company were called to 
Washington by a senate committee to testify 
at an open public hearing on legislation 
which would have material bearing on the 
company’s business, the expenses incurred 
by the company would be nondeductible. 
Even if the very existence of the taxpayer’s 

7CCH Dec. 17,913(M), 9 TCM 893 (1950). 

8 CCH Dec. 12,238, 46 BTA 89 (1942). 

® Cited at footnote 8, at p. 92. 

In McClintock-Trunkey Company, cited at 
footnote 6, at p. 304, the Tax Court observed 
that the comparable regulation under prior law 
‘‘is to be given the force of law ... and no 
expenditure coming within its terms may be 
permitted as a deduction even under Section 
23(a).’’ For cases on initiative or referendum 
expenditures which have been disallowed solely 
because of the regulation, see footnote 64. 

The high-water mark in disallowing legis- 
lative expenditures without regard to their 
propriety was reached in Cammarano v. U. 8., 
56-2 ustc {| 9878 (DC Wash.), where Judge Boldt, 


with becoming candor, said: ‘‘It is admitted in 
the record that the sums here in question were 
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business depended on the course of certain 
legislation, any expenditures made to pro- 
mote or defeat such legislation would be 
nondeductible on the ground that such 
expenditures are not “ordinary and neces- 
sary” business expenses. This strange re- 
sult, which is certainly not in keeping with 
conventional notions of deductible expenses, 
is generally defended on two grounds: (1) 
A comparable regulation was upheld by the 
United States Supreme Court in the case of 
Textile Mills Securities Corporation v. Com- 
missioner™ and (2) the validity of the 
proposed regulation is sustained by the 
“re-enactment rule.” * 


In the Textile Mills case the taxpayer 
was a Delaware corporation employed to 
represent certain German textile interests 
whose properties had been seized during 
World War I. It was employed with a 
view toward procuring legislation, was to 
be compensated on a percentage basis if 
successful and was to bear all the costs 
and expenses. The employment resulted in 
the passage of the Settlement of War Claims 
Act of 1928.% The taxpayer claimed deduc- 
tions for the amount paid to its publicist 
and two lawyers. The Commissioner dis- 
allowed the deductions. The Supreme Court 
sustained the disallowance and, so it is 
claimed, approved the regulation by the 
following language: * 


“Petitioner’s argument that the regulation 
is invalid likewise lacks substance. The 
words ‘ordinary and necessary’ are not so 
clear and unambiguous in their meaning 
and application as to leave no room for an 
interpretative regulation. . . . Contracts to 
spread such insidious influences through 
legislative halls have long been condemned. 

[T]he general policy indicated by 
those cases need not be disregarded by the 
rule-making authority in its segregation of 
non-deductible expenses. There is no reason 
why, in absence of clear Congressional 
action to the contrary, the rule-making 


spent by the taxpayer for the purpose of defeat- 
ing the enactment of certain legislation ... 
and that being so, those sums are not deductible 
from gross income. This is not to indicate that 
there is anything evil or corrupt about spending 
money for these purposes. . . . They had a right 
to do that... . [There is no problem about its 
being evil or improper in any manner, shape 
or form.] But that has nothing whatever to 
do with whether the sums so spent by the 
taxpayer are deductible for income tax pur- 
poses. In that matter the regulation is con- 
trolling.”’ (Italics supplied.) 

2 Cited at footnote 6. 

13 See Lilly v. Commissioner, 52-1 ustc { 9231, 
343 U. S. 90, 95. 

4445 Stat. 254. 

13 Case cited at footnote 6, at p. 338. 
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authority cannot employ that general policy 
in drawing a line between legitimate business 
expenses and those arising from that family 
of contracts to which the law has given no 
sanction, The exclusion of the latter from 
‘ordinary and necessary’ expenses certainly 
does no violence to the statutory language.” 
(Italics supplied.) 

On its facts the Textile Mills case involved 
expenditures made in connection with a 
contingent fee lobbying contract which was 
of questionable validity.“ The Treasury 
obviously interprets this decision as a blanket 
approval of the regulation. 


The theory of the re-enactment rule is 
that if Congress re-enacts a statute which 
has been administratively construed, Con- 
gress is deemed to have approved that con- 
struction.” Since the regulation has existed 
in substantially its present form since 1917,” 
a prima-facie case for its validity must be 
conceded to the extent that the re-enactment 
rule is a reliable guide to statutory con- 
struction. 


Criticism of Treasury's Position 


Any analysis of the validity of the Treas- 
ury’s position must start with the provisions 
of Section 162(a) of the Code, which permit 
a deduction for all the “ordinary and neces- 
sary expenses paid or incurred during the 
taxable year in carrying on any trade or 
business.” 


The 1954 Code is not an essay in morality. 
It is not a treatise on good government. 
The income tax is modestly concerned 
with the problem of determining a business- 
man’s net accretion in wealth during the 
taxable year after due allowance for operat- 
ing costs of the business.” If it does this 
and does it well, it has accomplished 
enough for one law. And if in order to 


% See Brown v. Gesellschaft Fur Drahtlose 
Telegraphie M. B. H., 104 F. (2d) 227 (DC of 
D. C.), cert. den., 307 U. S. 640 (1939). It may 
be argued that expenditures in the performance 
of a void contract are unnecessary. Two judges 
on the court of appeals so reasoned in Commis- 
sioner v. Textile Mills Securities Corporation, 
40-2 ustc { 9822, 117 F. (2d) 62, 65 (CCA-3). But 
see Herman Goedel, CCH Dec. 10,545, 39 BTA 1 
(1939), holding that the Commissioner could not 
show a contract to be unenforceable once it was 
actually performed. See also Denholm & Mc- 
Kay Company, CCH Dec. 690, 2 BTA 444 (1925); 
Arnold Bloom, ‘‘Tax Results of Political Con- 
tributions,’’ 34 TAXES 765 (November, 1956). 

1 Mertens, Federal Income Taxation (1956) 
Secs. 3.22-3.25. Of course, the re-enactment rule 
cannot validate a regulation which contravenes 
the express terms of the statute. Koshland v. 
Helwering, 36-1 ustc { 9294, 298 U. S. 441; Paul, 
Studies in Federal Taxation (3d Ser., 1940), 
p. 435. 

% See footnote 6. 
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achieve other aims, be they ever so laud- 
able, it departs from this primary objective, 
it has failed in its purpose. 


In view of the Treasury’s attempt to 
limit the deductibility of political or legis- 
lative expenditures on the theory that they 
in some way contravene public policy, it is 
illuminating to consider the legislative his- 
tory of the income tax law. That history 
amply demonstrates that vague concepts 
of “lawfulness” and “public policy” were 
never considered by the framers of the 
income tax law to be proper criteria of 
“ordinary and necessary” business expenses. 
The 1913 Act™ allowed a deduction for 
“necessary expenses actually paid in car- 
rying on any business”; authorized indi- 
viduals to deduct “losses actually sustained 
during the year, incurred in trade’; and 
allowed corporations to deduct “all losses 
actually sustained within the year.” ” Sena- 
tor Sterling argued that the bill was too 
generous. He suggested it be “qualified by 
some such expression as ‘losses incurred 
in legitimate and ordinary trade pursued 
by the party’ or equivalent words.” Sena- 
tor Williams, a prominent member of the 
finance committee which was in charge of 
the bill, vigorously opposed the suggestion: ™ 


“Mr. Williams: ‘Mr. President, the object 
of this bill is to tax a man’s net income; 
that is to say, what he has at the end of 
the year after deducting from his receipts 
his expenditures or losses. It is not to re- 
form men’s moral characters, that is not 
the object of the bill at all.’” 


Two later attempts by Senator Sterling 
to confine deductible losses to those in- 
curred in “legitimate” trade or “lawful” 
trade were also rejected.™ 


Despite the legislative history of the 
revenue acts, it is quite apparent that the 


” The regulations point out that although 
taxable income is a statutory concept, it follows 
in general ‘‘the lines of commercial usage’’ 
(Regs. 118, Sec. 39.21-1(b) (1953)), and the 
statutory deductions ‘‘are in general . .. ex- 
penditures . . . connected with the production 
of income.”’ (U. S. Treas. Reg. 118, Sec. 39.21-1 
(a) (3) (1953).) 

* Revenue Act of 1913, 38 Stat. 114, 166. 

*1 Revenue Act of 1913, 38 Stat. 114, 167, 172. 

250 Congressional Record 3849 (1913); see 
Seidman, Legislative History of Federal Income 
Tax Laws, (1938), pp. 995-996. 

%50 Congressional Record 3849 (1913). 

250 Congressional Record 3850, 4613; see 
Seidman, work cited at footnote 22, at pp. 
995-996. While Senator Sterling’s proposals were 
directed in part to deductible ‘‘losses’’ rather 
than deductible ‘‘expenses,’’ the tone of the 
Congressional debates makes it perfectly clear 
that Congress had no intention of limiting 
either deduction in the manner proposed. 
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courts have imposed some limitations on 
the deductibility of “ordinary and neces- 
sary” business expenses.” For example, the 
Tax Court has refused to allow the deduc- 
tion of legal expenses of an illegal business,” 
although the courts of appeals have disa- 
greed with this view.” Similarly, the courts 
have refused to permit deduction of fines 
or penalties,” or expenditures which them- 
selves violate the law.” And deductions 
which would “frustrate sharply defined na- 
tional or state policies proscribing particular 
types of conduct” have been disallowed.” 
But the Supreme Court has carefully limited 
the “public policy” doctrine by its decision 
in Lilly v. Commissioner.” The taxpayer, an 
optician, “kicked back” to doctors, who 
prescribed the eye glasses which the tax- 
payer sold, one third of the retail sales 
price received for the glasses. The kick- 
back payments were held deductible as ordi- 
nary and necessary business expenses. The 
Court pointed out that such payments were 
an established and widespread practice; 
therefore, they were ordinary in the gen- 
erally accepted meaning of that word. The 
payments were necessary since they en- 
abled the petitioners to establish their 
business and maintain it. And the Court 
further said: ™ 


“There is no statement in the Act, or in 
its accompanying regulations, prohibiting 
the deduction of ordinary and necessary 
business expenses on the ground that they 
violate or frustrate ‘public policy’... . 


“Assuming for the sake of argument that, 
under some circumstances, business expen- 
ditures which are ordinary and necessary 
in the generally accepted meanings of those 
words may not be deductible as ‘ordinary 
and necessary’ expenses under § 23(a)(1) 
(A) when they ‘frustrate sharply defined 
national or state policies proscribing particu- 
lar types of conduct’, supra, nevertheless 
the expenditures now before us do not fall 
in that class. The policies frustrated must 
be national or state policies evidenced by some 
governmental declaration of them.’ (Italics 
supplied.) 


It is not the purpose of this article to 
explore the precise limits of the “public 
policy” exception to deductibility, or to 
debate the soundness of cases holding that 
expenditures tainted with illegality or which 
violate public policy are not deductible. For 
purposes of this discussion, the rationale 
of these cases may be accepted at face value. 
But how can this rationale be relied on to 





% See C. W. Thomas, CCH Dec. 18,375, 16 
TC 1417 (1951) (attorney’s fees paid in criminal 
prosecution); Anthony Cornero Stralla, CCH 
Dec. 16,110, 9 TC 801 (1947) (gambling ship); 
R. W. Lashells Estate, CCH Dec. 18,872(M), 
11 TCM 274 (1952); cf. Commissioner v. Hein- 
inger, 44-1 ustc § 9190, 320 U. S. 467 (1943); 
Commissioner v. Pacific Mills, 53-2 ustc { 9567, 
207 F. (2d) 177 (CA-1). See also 4 Mertens, 
Federal Income Taxation, Sec. 25.131 (1954); 
Schwartz, ‘‘Business Expenses Contrary to Pub- 
lie Policy: An Evaluation of the Lilly case,"’ 8 
Tax Law Review 241 (1953); Note, ‘‘Income Tax 
Advantages of Political Activities,’’ 57 Columbia 
Law Review 273, 281 (1957): Note, ‘Public 
Policy and Federal Income Tax Deductions,”’ 
51 Columbia Law Review 752 (1951): Note, ‘‘De- 
ductions of Business Expenses: Illegality and 
Public Policy,’"” 54 Harvard Law Review 852 
(1941). 

2 Albert D. McGrath, CCH Dec. 21.988, 27 
TC —, No. 13 (1956) (rent paid by bookmaker 
disallowed); Sam Mesi, CCH Dec. 21,385, 25 TC 
513 (1955) (wages paid by bookmaker disal- 
lowed), rev’d, 57-1 ustc § 9551 (CA-7). 

27 Sullivan v. Commissioner, 57-1 ustc { 9399, 
241 F. (2d) 46 (CA-7); Commissioner v. Doyle, 
56-1 ustc { 9441, 231 F. (2d) 635 (CA-7). These 
differences may soon be resolved by the Su- 
preme Court. See Tax Barometer, { 832, April 
13. 1957. In the Doyle case the court distin- 
guished Commissioner v. Heininger, cited at 
footnote 25, on the ground that Heininger’s 
business was not illegal, but only certain 
practices. To the same effect, see Cohen v. 
Commissioner, 49-2 ustc { 9358, 176 F. (2d) 394 
(CA-10) (‘‘legitimate’’ expenses are deductible, 
but not protection payments). 

2 Lentin v. Commissioner, 55-2 ustc { 9689, 
226 F. (2d) 695 (CA-9) (Emergency Price 
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Control Act violations): Commissioner v. Long- 
horn Portland Cement Company, 45-1 ustc 
9242, 148 F. (2d) 276 (CCA-5) (penalties for 
violation of state antitrust laws); Great North- 
ern Railway Company v. Commiss‘oner, 2 ustc 
7 504, 40 F. (2d) 372 (CCA-8), cert. den., 282 
U. S. 855 (1930) (federal safety statutes vio- 
lated); Bonnie Brothers, Inc., CCH Dec. 5027, 
15 BTA 1231 (1929) (prohibition law violated). 


2 U. 8S, v. Sullivan, 1 ustc { 236, 274 U. S. 
259, 264 (1927); R. EB. L. Finley, CCH Dec. 
2,047, 27 TC —, No. 46 (1956) (purchase of 


whiskey in Oklahoma): Charles A. Clark, CCH 
Dec. 19,247, 19 TC 48 (1952) (illegal protection 
payments): Frank A. Maddas, CCH Dec. 10,820, 
40 BTA 572 (1939), aff'd on other grounds, 
40-2 ustc { 9596, 114 F. (2d) 548 (CCA-3);: Lor- 
raine Corporation, CCH Dec. 9236, 33 BTA 1158 
(1936) (purchase of liquor during prohibiticn); 
Kelley-Dempsey & Company, CCH Dec. 8735, 
31 BTA 351 (1934) (bribe); see Note, ‘‘Unlawful 
Expenditures and the Income Tax,"’ 31 Columbia 
Law Review 1344, 1346 (1931). 

3% Commissioner v. Heininger, cited at foot- 
note 25, at p. 473. 

* Rugcl v. Commissioner, 42-1 wustc { 9429, 
127 F. (2d) 393 (CCA-8) (payments to politician 
to obtain state printing contract): William F. 
Davis, Jr., CCH Dec. 18,550, 17 TC 549 (1951) 
(insider’s repayment of profits made on corpo- 
rate securities in violation of SEC regulations); 
cf. Commissioner v. Heininger, cited at foot- 
note 25; Laurence M. Marks, CCH Dec. 22,069, 
27 TC —, No. 51 (1956) (payment to avoid pos- 
sible liability for ‘‘insider’s profits’’ deductible). 

® Cited at footnote 13. See Schwartz, work 
cited at footnote 25. 

33 Case cited at footnote 13, at pp. 94, 96-97. 
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disallow legislative expenses which are legal 
and contravene no public policy, much less a 
policy “evidenced by some governmental 
declaration” thereof? How can it be said, 
for example, that the taxpayer in Delaware 
Steeplechase & Race Association, who in- 
curred expenses in presenting his case to an 
appropriate commitee of Congress, was vio- 
lating any public policy; or that the tax- 
payers in the Bellingrath case who incurred 
expenses in a “proper and legal attempt to 
prevent injury to their business” violated 
some unwritten taboo? Where money is 
spent to “propagandize” the public or stimu- 
late “letter campaigns” to Congress, the 
question at first blush may appear different. 
But is it? Who is to say whether the money 
is being spent to “propagandize” the public 
or to “educate” the public? Whether the 
campaign is to “bring out the facts” or 
“obfuscate the issue’? To say the least, 
reasonable people may differ on just what 
the “public policy” is on these matters.™ 
The incisive observation made many years 
ago by an English jurist is not inappropriate.” 


“[Public policy] . .. is a very unruly 
horse, and when once you get astride it you 
never know where it will carry you. It may 
lead you from the sound law. It is never 
argued at all but when other points fail.” 


This much is true: Congress has mani- 
fested no disposition to abolish lobbying or 
other activities for the promotion or defeat 
of legislation. In fact, by passage of the 
Federal Regulation of Lobbying Act,” Con- 
gress has indicated that lobbying is both 
permissible and proper if the lobbyist re- 
veals his identity by a registration pro- 
cedure and discloses certain information. 
Here are the “national or state policies 
evidenced by some governmental declara- 
tion of them” to which the Supreme Court 
adverted in the Lilly case. The boundaries 
of permissible activity having been de- 
lineated by Congress, it is not for the adminis- 
trative authority to redraft these boundaries 
to suit some vague notions of public policy 
nowhere defined. 


However, the regulation which the Treas- 
ury has proposed applicable to lobbying or 
legislative expenditures goes far beyond the 
limitations on deductions which have just 


* Compare Note, ‘‘Improving the Legislative 
Process: Federal Regulation of Lobbying,"’ 
56 Yale Law Journal 304 (1947) with 90 Con- 
gressional Record 2876-2883 (1952); see H, Rept. 
3138, 8lst Cong., 2d Sess., p. 23 (1950). 

% Richardson v, Mellish, 2 Bing. 229, 252, 
130 Eng. Rep. 294, 303 (C. P. 1824). 

*60 Stat. 839 (1946), 2 USC Secs. 261-270 
(1952). 
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been described. The expenses to which it 
refers are proscribed simply because they 
are expenses for the promotion or defeat of 
legislation. 


The Textile Mills case, upon which the 
Treasury primarily relies, is not inconsistent 
with the foregoing analysis. The language 
in that case is equivocal. The Tax Court 
has concluded that the Supreme Court ap- 
proved the Treasury regulation in its entirety.” 
But this may be a more generous construc- 
tion of the Textile Mills case than is war- 
ranted. The Supreme Court may have intended 
only to approve the regulation as applied to 
the pernicious lobbying there involved. After 
first stating the facts and quoting the regu- 
lation, the Court said: ™ 


“Plainly, the regulation was applicable. 
The ban against deduction of amounts spent for 
‘lobbying’ as ‘ordinary and necessary’ expenses 
of a corporation derived from a Treasury 
Decision in 1915.” (Italics supplied.) 


But did the Supreme Court mean to ap- 
prove the broadest possible construction and 
application of the regulation? The line 
which the Supreme Court finally drew in its 
opinion was between “legitimate business 
expenses” and those arising from that “family 
of contracts to which the law has given 
no sanction.” It is by no means clear that 
the Court’s approval of the regulation was 
not limited to that portion of the regulation 
referring to “lobbying” and in particular to 
lobbying expenses of the type there in- 
volved—contingent fee lobbying. Moreover, 
the guarded language used by the Supreme 
Court in Commissioner v. Heininger™ and 
Lilly v. Commissioner® when referring to 
Textile Mills seems significant. In the latter 
case the Court said only that in Textile Mills 
it “accepted” a Treasury regulation which 
disallowed “certain expenditures” for lobby- 
ing purposes, not all expenses for the pro- 
motion or defeat of legislation. In short, 
the regulation covers a variety of expendi- 
tures. It is one thing to “accept” the clause 
precluding deduction of expenditures made 
under the Te-stile Mills type contingent fee 
lobbying contract; it is quite another to ap- 
prove the sweeping language in its entirety. 
The Testile Mills language is equivocal. 
The Heininger and Lilly cases indicate that 


CCH Dec. 
See text at 


* William T. Stover Company, 
22,049, 27 TC —, No. 48 (1956). 
footnotes 8 and 10. 

% Case cited at footnote 6, at p. 337. 

® Cited at footnote 25. The Court referred to 
the Textile Mills case as denying the deduction 
of ‘“‘expenses for certain types of lobbying and 
political pressure activities.’’ (p. 473.) (Italics 
supplied.) 

“ Cited at footnote 13, at p. 95. 
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a restrictive interpretation of the opinion 
is in order.” Read together, the cases do 
not support the kind of construction of the 
words “ordinary and necessary” as applied 
to legislative expenditures which is con- 
tained in the Treasury’s proposed regulation. 


It is also questionable whether the So- 
called re-enactment rule really sustains the 
proposed regulation. To begin with, the 
rule is based on the highly questionable 
premise that Congress read and approved 
the predecessor regulation before re-enacting 
the law. But there is little evidence that 
Congress was even aware of the regulation,” 
much less that it seriously considered the 
problem and approved of the solution 
presented by the regulation.“ In another 
connection the Supreme Court itself has 
recently referred to the limitations on the 
re-enactment rule:“ 


“Reenactment—particularly without the 
slightest affirmative indication that Con- 
gress ever had the Highland Farms [CCH 


Dec. 11,393, 42 BTA 1314] decision before 
it—is an unreliable indicium at best.” 


A second criticism of the re-enactment 
rule as applied to this proposed regulation 
is that even if the Textile Mills case is viewed 
as a blanket endorsement of the regulation, 
there has been no real re-enactment of the 
statute since that case was decided in 1941. 
The Internal Revenue Code was enacted in 
1939 and Section 23(a)(1)(A) remained un- 
changed from that date until the adoption 
of the Internal Revenue Code of 1954.% 
Since there is no blanket re-enactment of 
the Internal Revenue Code but merely 
amendments to various sections and since 


“Cf. Note, cited at footnote 3, where the 
view is expressed that ‘‘the rule of Textile Mills 
seems unimpaired.’’ Professor Surrey appar- 
ently shares this view: ‘“There is also a rule in 
the tax field which is contained in Treasury 
regulations and supported by case law but not 
directly reflected in the statute, that business 
expenses incurred in lobbying or the promotion 
or defeat of legislation are not deductible. Here 
again there can be the same questions of inter- 
pretation as are involved in the interpretation 
of the Lobbying Act. Here also the courts and 
the Treasury Department, as far as I can see, 
extend this phrase, ‘lobbying or the promotion 
or defeat of legislation’, to indirect lobbying as 
we have considered it, and business expenses 
incurred in indirect lobbying would, under 
the present Treasury regulations and cases, be 
denied deduction.'’ Hearings Before Senate 
Special Committee to Investigate Political Ac- 
tivities, Lobbying, and Campaign Contributions, 
84th Cong., 2d Sess., p. 591 (1956). The same 
approach is reflected in Webster, ‘‘Deductibility 
of Lobbying and Related Expenses,’’ 42 Ameri- 
can Bar Association Journal 175 (1956). 

“To any student of federal income taxation 
“it is obvious that the ordinary presumption 
as to congressional familiarity with administra- 
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the language of Section 23(a)(1)(A) was 
not re-enacted following the Textile Mills 
case, the pure re-enactment rule is techni- 
cally inapplicable.“ It is true that the 1954 
Code constitutes a complete re-enactment of 
the Code, but by 1954 the Lilly and Hein- 
inger cases, indicating possible reservations 
about the sweeping application of the Tezx- 
tile Mills case, had been decided. 


A third and more forceful criticism of the 
re-enactment rule as applied to the Treas- 
ury’s regulation on legislative expenses is 
that the pre-1939 re-enactment of a series 
of revenue acts generally supports the de- 
ductibility of expenditures for the promotion 
or defeat of legislation. The forerunner of 
the current regulation was first adopted in 
1917." Between 1917 and 1939 there were 
some 12 revenue acts which constituted 
substantial re-enactments of the entire law, 
thus presenting the re-enactment rule in its 
purest form. During this period there were 
a number of court decisions relating to 
the deductibility of expenses for the promo- 
tion or defeat of legislation.” These cases 
generally held that if the expenditures were 
legal and were in connection with the tax- 
payer’s trade or business, they were de- 
ductible. For example, in Lucas v. Wofford® 
the taxpayer was engaged in selling a motor 
fuel known as Woco Pep. In 1920 the state 
legislature met to consider legislation pre- 
scribing standards for gasoline. The peti- 
tioner, knowing that Woco Pep would not 
meet the contemplated standards, employed 
an attorney to forestall the adverse legis- 
lation. The attorney drafted a bill and ap- 
peared before several committees of the 
legislature to advocate its passage. The 


tive interpretation is an archaic fiction.’’ See 
Mertens, work cited at footnote 17, at Sec. 
3.24. Compare the understanding of Senator 
Goldwater as to deductibility of such expendi- 
tures (see hearings cited at footnote 41, at 
p. 213), with that of Senator Thye (at p. 172), 
and Senator Anderson (at p. 133). Of course, 
by the time the hearings were concluded, the 
Senators were well advised of the Treasury's 
regulations. 

*® See Jones v. Liberty Glass Company, 48-1 
ustc § 9113, 332 U. S. 524 (1947); Paul, ‘Use 
and Abuse of Tax Regulations in Statutory 
Construction,’’ 49 Yale Law Journal 660 (1940). 

* Commissioner v. Glenshaw Glass Company, 
55-1 ustc { 9308, 348 U. S. 426, 431. 

* Section 121(a) of the Revenue Act of 1942 
made a slight change in the heading of Sec. 
23(a). Section 121(d) made the amendment 
applicable to taxable years beginning after De- 
cember 31, 1938. 

* Helvering v. Hallock, 40-1 ustc { 9208, 309 
U. S. 106; Mertens, work cited at footnote 17, 
at Sec. 3.23. 

“ Regs, 33, Art. 143 (Rev. 1918). 

* See cases cited at footnote 53. 

#2 ustc { 742, 49 F. (2d) 1027 (CCA-5, 1931). 
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court held the attorney’s fee for services 
was deductible, pointing out that in order 
to keep his business alive the petitioner em- 
ployed an attorney to protect his interest; 
that the services which the attorney was 
employed to render were entirely legitimate ; 
and that the expense was ordinary and 
necessary.” 

Similarly, in Los Angeles & Salt Lake Rail- 
road Company™ the taxpayer contributed 
$3,415 to the Association of Railway Execu- 
tives. Ten sixteenths of the contribution 
was disallowed by the Commissioner as the 
portion used in advertising the publicity 
campaigns incident to the enactment of 
federal legislation returning the railroads to 
their owners after World War I. The money 
had been expended for a nation-wide ad- 
vertising and publicity campaign aimed at 
educating the public and obtaining sym- 
pathy for the railroads’ position. The Board 
of Tax Appeals held that the*expenditures 
were deductible, saying that in their opinion: ® 


“TT]he expenditure in question was for 
a legitimate purpose vitally connected with 
the welfare and for the benefit of the peti- 
tioner’s business, that it was made in a legal 
and ethical manner, and that it was an ordi- 
nary and necessary expense of the peti- 
tioner’s business ... .” 


These and similar cases are typical of 
the climate of judicial opinion prior to the 
Textile Mills case.” In view of the repeated 
re-enactment of the statute following these 
prior decisions, a strong, argument can be 
made that Congress intended to limit the 
application of the regulation to cases of the 
“insidious” type presented in the Tevstile 
Mills case. At best, the re-enactment rule 


5% In Los Angeles & Salt Lake Railroad Com- 
pany, CCH Dec. 5620, 18 BTA 168, 179 (1929), 
the board observed that expenses to invalidate 
legislation by judicial proceedings had been 
held deductible and ‘‘There is no difference in 
principle between an expenditure of money to 
invalidate legislation already enacted and an 
expenditure to avert or forestall the enactment 
of legislation, assuming that in each instance 
the means or methods employed are legitimate.’’ 
See Ringler € Company, CCH Dec. 3636, 10 BTA 
1134 (1928); Independent Brewing Company of 
Pittsburgh, CCH Dec. 1624, 4 BTA 870 (1926). 

5 Cited at footnote 50. 

® Case cited at footnote 50, at p. 179. 

See, for example, Kansas City Southern 
Railway Company, CCH Dec. 6833, 22 BTA 949 
(1931), rev'd on other grounds, 35-1 ustc { 9151, 
75 F. (2d) 786 (CCA-8); Missouri Pacific Rail- 
road Company, CCH Dec. 6719, 22 BTA 267 
(1931): Norfolk Southern Railroad Company, 
CCH Dec. 6717, 22 BTA 302 (1931), rev'd in 
part and aff'd in part on other grounds, 1933 
CCH { 9103, 63 F. (2d) 304 (CCA-4), cert. den., 
290 U. S. 672 (1933); Mertens, work cited at 
footnote 25, at Sec, 25.135, note 64, where the 
cases are collected. But cf. Sunset Scavenger 
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proves little; it is a slender reed upon which 
to rely for a proper answer to a difficult 
problem of statutory interpretation.™ 


The Treasury has taken a bold position 
on political and legislative expenses. Its 
proposed regulation prohibits deduction of 
“expenditures for lobbying purposes, for the 
promotion or defeat of legislation . . . or 
for the development or exploitation of propa- 
ganda (including advertising other than 
trade advertising) relating to any of the 
foregoing purposes ... .” The proposed 
regulation poses two very real problems— 
(1) a legal question: Is the regulation 
valid? and (2) a policy question: Should 
all lobbying and legislative expenses be ac- 
corded the same treatment for tax purposes? 


In the author’s opinion the regulation is 
of questionable validity. The Treasury un- 
doubtedly relies heavily on the Textile Mills 
case and the re-enactment rule, but these 
are rather insubstantial support for so sweep- 
ing a regulation. 


Even if “public policy” is to be used as 
the raison d’ étre for disallowing ordinary and 
necessary business expenses, it is doubtful 
whether the Treasury can point to any 
public policy which precludes deduction of 
expenses of the type usually encountered 
in this area.” 


It is submitted that the Treasury regula- 
tion, if extended beyond the facts in the 
Textile Mills case, is without foundation in 
law. If the statute is not to be changed by 
Congress, then the regulation should be 
limited to disallowance of the class of ex- 
penditures considered in that case, to wit, 
expenditures arising out of “that family of 


Company, Inc, v. Commissioner, 36-2 ustc { 9367, 
84 F. (2d) 453 (CCA-9) (expenses of promoting 
the adoption of a municipal ordinance disal- 
lowed solely because they were held to be for 
the promotion or defeat of legislation); accord, 
but without any mention of the regulation, 
Old Mission Portland Cement Company v. Hel- 
vering, 1934 CCH { 9173, 69 F. (2d) 676 (CCA-9), 
aff'd on other grounds, 35-1 ustc {§ 9009, 293 U. S. 
289 (1934). Other countries have generally per- 
mitted deduction of lawful lobbying expenses 
(Morgan v. Tate & Lyle, Ltd., [1953] 2 All 
E.R. 162 (C. A.) (expenditures to defeat pro- 
posed nationalization of sugar industry deduc- 
tible); McGarry v. Limerick Gas Comm., [1932] 
Ir. R. 125). 

5% See F. W. Woolworth Company v. U. 8., 
37-2 ustc § 9416, 91 F. (2d) 973, 976 (CCA-2), 
cert. den., 302 U. S. 768 (1938); Mertens, work 
cited at footnote 17, at Sec. 3.24. 

*% Courts of other countries, deciding the issue 
without the aid of administrative regulations, 
have not considered the ‘‘public policy’’ objec- 
tion a bar to deductibility. See cases cited at 
footnote 53; Mertens, cited at footnote 25, at 
Sec. 225.131; Harvard Law Review Note, cited 
at footnote 25, at p. 858. 
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contracts to which the law has given no 
sanction” and expenditures which violate 
the Federal Regulation of Lobbying Act 
or similar state statutes. 

No doubt there may be difficulties in 
drawing the line between proscribed and 
proper expenditures.” But such difficulties 
do not change the issue; they only enhance 
the need for clear analysis of the problem. 
There is much truth in Mr. Justice Holmes’ 
observation: “Neither are we troubled by 
the question where to draw the line. That 
is the question in pretty much everything 
worth arguing in the law.” 


EXPENSES IN PRESENTATION OF 
INITIATIVE AND REFERENDUM 
MEASURES 


Treasury's Position 


The proposed regulation under discussion 
not only prohibits deduction of expenditures 
“for the promotion or defeat of legislation,” 
but also prohibits deduction of expenditures 
“for political purposes.”™ This phrase is 
clearly broad enough to encompass expenses 
incurred in attempting to promote or defeat 
measures which are voted on by the elec- 
torate such as initiative constitutional amend- 
ments or statutes. In this respect the proposed 
regulation is broader than the prior regula- 
tion. The regulation under the 1939 Code 
made no reference to expenditures “for 
political purposes”; it proscribed only “de- 
duction of expenditures for lobbying pur- 
poses, for the promotion or defeat of 
legislation.” ® 


The difference is significant because under 
the 1939 Code the Tax Court held, and the 
Treasury acquiesced in the view, that ex- 
penditures for the promotion or defeat of 
an initiative constitutional amendment did 
not fall within the proscription of the regu- 
lation because no legislation was involved. 
In the leading case of Luther Ely Smith,” 
the petitioner contributed $2,500 to the 
Missouri Institute for the Administration 
of Justice, an organization having as its 
immediate purpose the establishment by 


56 See Note, cited at footnote 3. 

“ Irwin v. Gavit, 1 ustc § 132, 268 U. S. 161, 
168 (1925). 

58 See text at footnote 6. 

% Regs. 118, Secs. 39.23(q)-1(a) and 39.23(0)-1 
(f) (1953): see footnote 6. 

* CCH Dec. 13,891, 3 TC 696 (1944). 

*1 Case cited at footnote 60, at p. 702. On re- 
view by the full court there were ino dissents 
to the Smith decision, and subsequently the 
Commissioner acquiesced in the decision. (1944 
CB 26.) Thereafter on several occasions the 
Commissioner issued private rulings holding 
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constitutional amendment of a modified ap- 
pointive system for the selection of judges. 
The petitioner was an attorney who was 
motivated by civic considerations and also 
by a desire to protect and improve the prac- 
tice of law, in which he was engaged. The 
court held the contribution deductible, saying: “ 


“It should be noted that the institute 
engaged in no lobbying of any kind before 
any legislative body. No legislation was 
needed or involved in its plan. It contem- 
plated an amendment to the constitution, pro- 
posed by the initiative of the people, voted 
upon at a general election, and becoming 
selfoperative thirty days thereafter, without 
the necessity of any action or approval by 
either the legislature or the governor.” 


The proposed regulation obviously repeals 
sub silentio the rule of the Smith case. It 


vis now apparent that all expenditures con- 


nected with elections are nondeductible in 
the eyes of the Treasury. 


Criticism of Treasury's Position 


What has been said heretofore regarding 
the scope of the Te-tile Mills case applies 
with even greater force to this phase of 
the problem. The most that can be said of 
Textile Mills is that it held valid the portion 
of the old regulation carried over to the 
proposed regulation which disallows ex- 
penditures for the “promotion or defeat of 
legislation.” But as the Tax Court noted 
in the Smith case, constitutional amendments 
are not legislation and therefore do not fall 
within the ambit of the regulation. While 
this argument is technical, it is no more 
technical than the argument to which it is 
addressed. If the Treasury chooses to rely 
upon the regulation rather than the statute, 
it should not be heard to complain that its 
regulation is being read literally. Where a 
regulation is of questionable validity because 
broader than the statute, there is scant 
reason to enlarge it by inference.® 


Neither does the re-enactment rule pro- 
vide support for making initiative or refer- 
endum expenditures nondeductible. The Smith 


that expenditures for the promotion or defeat 
of a constitutional amendment were deductible, 
provided they otherwise met the usual tests of 
being ordinary and necessary business expenses. 
(Colorado United, Inc. (Private Revenue Ruling, 
1949): J. W. Jackson Beverage Company of 
Fayetteville, Inc. (Private Revenue Ruling, 
1950).) 

& Since the portion of the proposed regulation 
proscribing expenditures ‘‘for political pur- 
poses’’ is new, it could not possibly have re- 
ceived approval in the Textile Mills case. 
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case was decided in 1944, acquiescence was 
published in 1944, and as late as 1950 private 
rulings were issued in line with the Smith 
case.” In 1954 the new Code was enacted. 
If we are to impute to Congress a desire 
to codify existing and established tax rules 
—and certainly the Smith case meets that 
test—then such expenditures as were in- 
volved in the Smith case should be deductible.” 


Further Problems 


There is usually little question but what 
the ordinary expenditures for legislative or 
lobbying work are legal, whatever one may 
think of their desirability. But the same 
cannot be said for expenditures which in- 
volve initiative or referendum measures. As 
to these expenditures, it is necessary to 
consider whether they violate either the 
Federal Corrupt Practices Act® or the 
Hatch Act.“ If the expenditures are illegal, 
they are of doubtful deductibility irrespec- 
tive of the regulation.” 


The Corrupt Practices Act prohibits cor- 
porations™ from making any expenditure 
“in connection with any election” at which 


® See footnote 61. 

* There is no policy reason to distinguish be- 
tween initiative constitutional amendments and 
similar statutes. Expenditures to ‘‘educate’’ or 
“influence’’ the electorate for either type of 
measure should be treated the same. Despite 
the absence of any such apparent policy con- 
siderations, the courts have not applied the 
reasoning of the Smith case to initiative or 
referendum statutory measures. Sunset Scav- 
enger Company, Inc, v. Commissioner, cited at 
footnote 53 (local initiative); Old Mission Port- 
land Cement Company v. Helwvering, cited at 
footnote 53 (referendum); National Campaign 
Committee v. Rogan, 69 F. Supp. 679, 684 (DC 
Calif., 1945) (initiative); Herbert Davis, CCH 
Dec, 21,666, 26 TC 49 (1956) (referendum): 
McClintock-Trunkey Company, cited at footnote 
6 (initiative); accord, Revere Racing Associa- 
tion v. Scanlon, 56-1 ustc § 9520, 232 F. (2d) 816 
(CA-3) (referendum); Mosby Hotel Company, 
CCH Dec. 20,624(M), 13 TCM 996 (1954). 
Mosby involved expenditures to repeal the 
prohibition laws of Kansas by a constitutional 
amendment. The expenditures were disallowed 
as tax deductions, but the case may be dis- 
tinguishable from the Smith case because some 
of the funds may have been used to promote 
proper enabling legislation by the legislature. 
See Robert S. Holzman, ‘‘Tax Classics,"’ 30 
TAXES 149 (February, 1952). 

-®6 43 Stat. 1070 (1925), as amended, 2 USC 
Secs, 241-256 (1952). The portion of the original 
act here relevant is now codified as positive 
law in 18 USC Sec. 610 (1952). 

53 Stat. 1147 (1939), as amended, 5 USC 
Secs. 118 i-n; 18 USC Secs. 594, 595, 598, 600, 
601, 604, 605, 608, 610, 611 (1952). 

* See footnote 28. 

* The act applies only to corporations. This 
is of some significance in determining the scope 
of the companion Hatch Act, as discussed in 
the text beginning at footnote 73. 
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federal representatives are elected.” Where 
the initiative or referendum measure is voted 
on at the same time as are federal represen- 
tatives, it may be argued that a contribution 
in respect of the initiative or referendum 
election is “in connection with” an election 
at which federal representatives are elected. 
If so, it would apparently be illegal and 
nondeductible. 


But constitutionally, the states conferred 
only limited power on the federal govern- 
ment with respect to elections.” The residue 
of power they reserved, including power 
over the legislative function of the electorate, 
that is, local or state initiative or referendum 
elections. As to these elections, the federal 
government has no power. Thus, it may be 
argued that when Congress enacted the 
Corrupt Practices Act, it was exercising 
only its delegated power over federal elec- 
tions and was not purporting to regulate 
elections and expenditures in connection 
therewith over which the states have re- 
served power.” 


This view was accepted in the only case 
in which the point was considered, De Mille 


® 18 USC Sec. 610 (1952). 

7 The Corrupt Practices Act was enacted by 
Congress in the exercise of the power con- 
ferred on it by Art. I, Sec. 4, cl. 1, of the 
United States Constitution: ‘‘The Times, Places 
and Manner of holding Elections for Senators 
and Representatives, shall be prescribed in each 
State by the Legislature thereof; but the Con- 
gress may at any time by Law make or alter 
such Regulations, except as to the Places of 
chusing Senators.”’ 

In Newberry v. U. 8., 256 U. S, 232 (1921). 
the Supreme Court pointed out that Congress 
has only delegated and limited power over 
elections, and it held invalid Sec. 8 of the Cor- 
rupt Practices Act as applied to a primary 
election of candidates for a seat in the Senate. 

"™ The Corrupt Practices Act has been very 
narrowly construed by the courts in order to 
avoid constitutional issues under the First 
Amendment to the Constitution. (U. 8. v. CIO, 
15 LABOR CASES { 64,586, 335 U. S. 106 (1948) 
(editorial in CJO News did not constitute a 
violation); U. 8. v. Painters Union, 16 LABOR 
CASES { 64,953, 172 F. (2d) 854 (CA-2, 1949) 
(small payments by labor union for publicity 
no violation); U. 8. v. Construction Laborers 
Union, 21 LABOR CASES { 66,736, 101 F. Supp. 
869 (DC Mo., 1951) (labor union's payments to 
employees who engaged in political activities 
did not constitute a violation).) In U. 8. v. CIO, 
cited above, at p. 121, the Supreme Court said: 
“If See. 313 [18 USC Sec. 610] were construed 
to prohibit the publication, by corporations and 
unions in the regular course of conducting their 
affairs, of periodicals advising their members, 
stockholders or customers of danger or ad- 
vantage to their interests from the adoption of 
measures, or the election to office of men 
espousing such measures, the gravest doubt 
would arise in our minds as to its constitu- 
tionality.”’ 
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v. American Federation of Radio Artists.” 
De Mille contended that a contribution 
which he was required to make as a mem- 
ber of the American Federation of Radio 
Artists was not enforceable because the 
union was using the money in violation of 
the Corrupt Practices Act to oppose a state 
initiative measure. The California Supreme 
Court rejected this contention and in effect 
held that the Federal Corrupt Practices Act 
does not apply to expenditures made in con- 
nection with state initiative or referendum 
elections. If the De Mille case is correct, 
corporate expenditures “in connection with” 
a state initiative or referendum election 
would not be illegal and, therefore, should 
be deductible, provided no state or local law 
is violated, if they are otherwise ordinary 
and necessary business expenses. 


A second problem regarding deductibility 
is the effect of the Hatch Act. The relevant 
portion of that act, Section 611, provides 
as follows: ® 


“Whoever, entering into any contract with 
the United States if payment 
is to be made . . . from funds appropriated 
by the Congress, during the period of nego- 
tiation for, or performance under such con- 
tract directly or indirectly makes any 
contribution of money or promises 
to make any such contribution, to any 
political party, committee, or candidate for 
public office or to any person for any political 
purpose or use . Shall be fined . . . .” 
(Italics supplied.) 


The argument runs that any business 
which had a contract of the type described ™ 
would violate the act if it made a contribu- 
tion in connection with any initiative or 
referendum measure since this would clearly 
be a contribution for a “political purpose or 
use.” ™ If the act is violated, the expendi- 
ture would be illegal and, hence, nonde- 
ductible. 


The argument heretofore alluded to, re- 
garding Congress’ power to regulate state 
election matters, is equally applicable to the 
Hatch Act.” 


31 Cal. (2d) 139, 187 Pac. (2d) 769 (1947). 
818 USC Sec. 611 (1952). 


™ Obviously, any business having dealings 
with the federal government might find itself 
within the coverage of the act. 

™ The words ‘‘political purpose’ include any 
purpose to be attained at an election whether 
the voters at such election are asked to vote on 
issues or for or against candidates. (State ex 
rel. Green v. Cleveland, 33 N. E, (2d) 35, 37 
(Ohio, 1940).) A “‘political’’ purpose is a pur- 
pose to influence the exercise of political rights. 
(Commonwealth v. McCarthy, 281 Mass. 253, 183 
N. E, 495 (1932) (campaign against city char- 
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Furthermore, it is reasonably clear that 
the above-quoted section dealing with gov- 
ernment contractors does not apply to cor- 
porations. The statute defines the word 
“whoever” to include an “individual, part- 
nership, committee, association, corporation, 
or any other organization or group of per- 
sons” ™ (italics supplied); but this definition 
applies only to Sections 597, 599, 602, 609 
and 610." Section 611 is conspicuously ab- 
sent. Thus a plausible argument can be 
made that the word “whoever” as used in 
Section 611 does not include a corporation. 
The trouble with this argument is that it 
proves too much. It proves that the word 
“whoever” as used in Section 611 does not 
include an individual, partnership, commit- 
tee or association, and thus has no meaning 
at all. Nevertheless, if the legislative history 
of the Hatch Act is examined, it appears 
rather clear that Section 611 was not in- 
tended to apply to corporations. The pro- 
visions now contained in Section 611 were 
first added in 1940.” As then enacted, the 
section read: “. . . no person or firm, enter- 
ing into any contract .”” Here again 
the language might be considered ambigu- 
ous. Do the words “person” or “firm” in- 
clude a corporation? Apparently not. The 
words were first used by Senator Byrd in 
an amendment to Senate Bill 3046." But 
in Senator Byrd’s proposed amendment, 
the introductory words were “no person, 
firm, or corporation, entering into any con- 
tract .” (Italics supplied.) With 
reference to this amendment and the strik- 
ing of the words “or corporation,” the 
following exchange took place on the floor 
of the Senate: * 


“Mr. Hatch: There is one thing in con- 
nection with it, however, which I think 
should be corrected. I see in the first line 
—and probably this was my error in the 
first instance—that the prohibition runs 
against a corporation making a campaign 
contribution. As I understand, the present 
Corrupt Practices Act precludes and pro- 
hibits any campaign contribution by a 
corporation. This might be construed as 





ter); see U. 8S. v. Wurzbach, 31 F. (2d) 774 
(DC Tex., 1929), noting the requirement of 
strict construction of a penal statute.) 

% In enacting the act Congress was exercising 
its delegated power under Art. I, Sec. 4, el. 2, 
of the United States Constitution. 

18 USC Sec. 591 (1952). 

78 18 USC See. 591 (1952). 

54 Stat. 772. 

8° 54 Stat. 772. 

"S. 3046, 76th Cong., 3d Sess. (1940), was 
introduced by Senator Hatch to extend the 
coverage of the Hatch Act. 

= 86 Congressional Record 2982 (1940). 


873 





lessening or loosening in some degree the 
present Corrupt Practices Act, and rather 
than do that I will ask the Senator from 
Virginia if he will not agree that we may 
strike out the words ‘or corporation’ where 
they appear in the amendment; and after 
the word ‘firm’, strike out the words ‘or 
corporation’ where they appear in the amend- 
ment. And also that there be inserted be- 
tween ‘person’ and ‘firm’ the word ‘or’, so 
as to read ‘no person or firm.’ 

“Mr. Byrd: I agree to the modification 
proposed by the Senator from New Mexico 
to the bill which he prepared 5 years ago.” 

It therefore seems clear that the Hatch 
Act does not make political expenditures by 
corporate government contractors illegal.” 

Proposed constitutional amendments or 
initiative statutory measures appear on the 
ballots in practically every state of the 
union. Many of these measures mean life 
or death to various businesses. It is ri- 
diculous to say that no expenditure relating 
to the election at which such issues are 
decided is an “ordinary and necessary” 
business expense for those who are vitally 
concerned with the outcome. 

Such expenditures may or may not be 
desirable from the standpoint of good 
government, but that is not the issue under 
the present statutory test. If Congress 
feels it should be the issue, Congress should 
say so. An argument can be made that ex- 


penditures in connection with initiative or 
referendum measures are less mischievous 
than “lobbying” expenditures, but this is 
certainly debatable.“ Legislators may be 
less easily fooled than the voting public, and 
if expenditures to influence the public are 
favored, as opposed to legislative expendi- 
tures, the pressure group with the greatest 
resources is clearly benefited. But this is 
the kind of question which Congress should 
debate and decide. 


DEDUCTIBILITY OF DUES PAID 
TO TRADE ASSOCIATIONS WHICH 
ENGAGE IN LEGISLATIVE ACTIVITY 


One reason why the legislative expense 
problem has not caused more concern in the 
past is that a substantial part of the legis- 
lative work of an industry is customarily 
done through a trade association.” Being 
a nontaxable entity,” it is of little moment 
to the trade association whether an expense 
item is deductible. However, since dues paid to 
a trade association are ordinarily deductible, 
the maximum effect of the Treasury’s prior 
regulation was never felt by the members. 
Under the 1939 Code, dues were customarily 
disallowed as deductions only where the 
association was operated “primarily” for 
legislative purposes.” If such activities were 
only “incidental,” dues were not disallowed.” 


The proposed regulation rejects the “pri- 
mary” test in favor of the “incidental” test.” 





* Noncorporate government contractors would 
be subject to the act except for the argument 
that it does not reach state initiative and refer- 
endum elections. 

See H. Rept. 3138, 81st Cong., 2d Sess., p. 23 
(1950); H. Rept. 3139, 8lst Cong., 2d Sess. 
(1950). 

See H. Rept. 
(1950); H. Rept. 
(1951). 

“ Trade associations are exempt from tax as 
business leagues under 1954 Code Sec. 501(c) (6). 

* American Hardware and Equipment Com- 
pany v. Commissioner, 53-1 ustc { 9221, 202 F. 
(2d) 126 (CA-4), cert. den., 346 U. S. 814 (1953) 
(National Tax Equality Association); Roberts 
Dairy Company v. Commissioner, 52-1 vustc 
{ 9286, 195 F. (2d) 948 (CA-8), cert. den., 344 
U. S. 865 (1952) (National Tax Equality As- 
sociation); Herbert Davis, cited at footnote 64 
(Anderson County Liquor Dealers Association). 

However, in 1952 the Tax Court apparently 
extended the ‘‘primary’’ test and applied the 
“substantial part’’ test. (McClintock-Trunkey 
Company, cited at footnote 6, at p. 304.) On 
finding that ‘‘a substantial part of the activities 
of the organizations to which petitioner’s con- 
tributions were made . . . [Taxpayer's League, 
Good Roads Association and the Washington 
Wholesalers’ Beer Association] was devoted to 
‘lobbying purposes, the promotion or defeat of 
legislation, [and] the exploitation of propa- 
ganda’,’’ the court disallowed the deduction 
for dues. The theory of this case has been 
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3137, 8lst Cong., 2d 
3238, 81st Cong., 2d 


Sess. 
Sess. 
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criticized. See Lamb & Kittelle, Trade Associa- 
tion Law and Practice (1956), Sec. 17.20; Bison 
‘“‘New Tax Threats Face Trade Associations,"’ 
5 Am, Trade Ass’n Exec. J. 25, 37 (April, 1953). 
In another connection it has held that some- 
thing less than 5 per cent is not a “substantial 
part’’ of an organization's activities. (Season- 
good v. Commissioner, 56-1 ustc { 9135, 227 F. 
(2d) 907 (CA-6, 1955).) 

88 Smith-Bridgman Company, CCH Dec. 18,087, 
16 TC 287 (1951) (contribution to United States 
Chamber of Commerce deductible): Addresso- 
graph-Multigraph Corporation, CCH Dec. 
14,387(M), 4 TCM 147 (1945) (assessment paid 
to National Association of Manufacturers held 
deductible); Rev. Rul. 54-442, 1954-2 CB 131; see 
Webster, cited at footnote 41. 

%® Proposed Regs. Sec. 1.162-15(c) (1956) states: 
“Other payments when made as dues or 
contributions to a trade or business organiza- 
tion, may be deductible under some circum- 
stances, even though influencing, or attempting 
to influence legislation is incidentally involved 
in the use by such organization of such pay- 
ments. Thus, the payment of such amounts 
made as dues or contributions for the 
furtherance of the general purposes and pro- 
gram of such an organization in promoting 
the common economic interests represented, 
shall be deductible in full if the activities of 
such organization which consist of lawfully 
attempting to promote or defeat legislation are 
incidental to the organization’s general pur- 
poses and program."’ (Italics supplied.) 
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A substantial question exists as to whether 
the “incidental” test is valid. Where the or- 
ganization is primarily engaged in legislative 
activities, a plausible argument can be made 
that the association is merely a conduit 
and that the members should not be per- 
mitted to deduct indirectly—by dues pay- 
ments—that which they may not deduct 
directly, assuming expenditures for such 
activities are nondeductible in the first 
instance. But this argument loses much 
of its force when the “incidental” test is 
applied. The trade association, particularly 
in those cases where it is a corporation, is 
not the alter ego of its members.” The 
“incidental” test in the proposed regulation 
is inconsistent with many rulings which 
have been promulgated dealing with de- 
ductibility of dues paid to trade associations 
and other exempt organizations. In such 
rulings, dues have been considered de- 
ductible although applied by an exempt 
organization in such a manner that if the 
same expenditure were by a member it 
would not be deductible. For example, 
when a chamber of commerce makes a 
capital expenditure which is obviously 
nondeductible, the Commissioner does not dis- 
allow all or an aliquot portion of the mem- 
ber’s dues.” Likewise the Commissioner 
has held that contributions are deductible 
when made to an association exempt under 
Section 116(g) of the 1954 Code, which was 
organized for the purpose of maintaining 
a reserve for the payment of the anticipated 
losses of its members,” although it is clear 
that an individual taxpayer may not deduct 
reserves which it establishes for antici- 
pated losses.” Similarly, it is held that pay- 
ments made by members of the New York 
Stock Exchange to a gratuity fund main- 
tained by the exchange for the benefit of 
the ex- 
change are deductible.“ Such payments, if 
made by the donors directly to the families 
nondeductible 


families of deceased members of 


involved, would clearly be 
gifts.” 


There is far less reason to ignore the 
corporate entity of the organization where 
some part of its income is used to influence 
legislation—the oniy objection to such out- 
lays, even where made directly, being the 
tenuous one based on vague notions of 
public policy—than if some part of the in- 
come is used for a clearly nondeductible 
purpose such as a capital expenditure. Cer- 
tainly it cannot be contended that the use 
of the organization’s funds to influence 
legislation is a flagrant and fraudulent abuse 
of the corporate form. 


In short, the proposed regulation again 
appears to be broader than justified by the 
statute. It is quite obvious that if legisla- 
tive expenditures are to be proscribed, indirect 
expenditures for the prohibited purpose must 
be similarly circumscribed. But the Treas- 
ury may find it difficult to carry this torch 
alone without the assistance of any specific 
statutory provisions. 


CONCLUSION 


The extent to which expenditures relating 
to legislation—whether by legislative bodies 
or by direct vote of the people—may be 
deducted for tax purposes should be de- 
cided on its merits. To date the real issue 
has been avoided. Taxpayers conceal their 
legislative expenditures under “legal” or 
“advertising” or “public relations” expenses. 
The Treasury arms itself with a regulation 
of larger caliber than the statute and then 
eases the pressure by applying the regula- 
tion only in the more conspicuous cases. 
The courts flounder from one case to the 
next trying to reconcile their disallowance 
of expenditures for legislative purposes’ on 
the ground that they violate public policy, 
with the fact that the only established 
public policy, the Federal Regulation * of 
Lobbying Act and similar state statutes, 
sanctions the legislative expenditures custo- 
marily encountered. This approach is neither 
sound nor healthy. The question is one which 





“If a corporation has a business purpose, its 


corporate entity must be recognized for tax 
purposes, unless fraud is present or the cor- 
poration ‘‘is a bald and mischievous fiction.”’ 
Moline Properties, Inc. v. Commissioner, 43-1 
uste { 9464, 319 U. S. 436, 439 (1942). 

™ See Rev. Rul. 160, 1953-2 CB 114, permitting 
deduction of a contribution to an exempt or- 
ganization to build a hospital. See also Wood- 
side Cotton Mills Company, CCH Dec. 4313, 13 
BTA 266 (1928). But the Commissioner has not 
been consistent. Under the 1939 Code, internal 
revenue agents frequently disallowed the part 
of the members’ dues attributable to ‘‘legisla- 
tive activities’’ of the association. In Los 
Angeles & Salt Lake Railroad Company, cited 


Lobbying Expenses 


at footnote 50, the court rejected a partial dis- 
allowance of contributions, but on the ground 
that the entire expenditure of the association 
to influence legislation was proper. 

* Rev. Rul. 55-189, 1955-1 CB 265. 

% Brown v. Helvering, 4 ustc § 1223, 291 U. S. 
193 (1934). 

* Whitney v. Commissioner, 4 ustc § 1344, 73 
F. (2d) 589 (CCA-3, 1934); I. T. 3925, 1948-2 CB 
28. 

*%In Rev. Rul. 56-304, 1956 Internal Revenue 
Bulletin No. 27, at p. 15, it is held that a 
charitable foundation may make payments to 
needy individuals without thereby forfeiting its 
exempt status, although similar expenditures 
made by individuals would be nondeductible. 
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should be resolved by appropriate Congres- 
sional action. 


The first question for Congress to con- 
sider is the extent to which lobbying or 
legislative activities are necessary or de- 
sirable. In view of the complexity of 
modern legislative problems, .it is by no 
means clear that all such activities are to 
be condemned. The second question is 
whether the tax laws should be used indi- 
rectly to implement any value judgments 
which are made. 


Having answered these two questions, 
Congress will be in a position to settle 
intelligently the confusion which now exists. 
It is the author’s view that the questions 
cannot be properly resolved if the debate 
is confined to the question of whether the 
expenses are “ordinary and necessary” 
business expenses. Any such solution will 
result only in distorting the generally ac- 
cepted meaning of these words. It is far 
better to treat such expenses as sui generis 
and to examine independently the consider- 
ations bearing on deductibility. [The End] 


THE BURDEN OF PROOF IN ACCUMULATED SURPLUS CASES— 
Continued from page 829 


conclusively determine existence of the pur- 
pose; rather, it is an implement of proof 
in establishing “purpose.” Section 534, under 
its language, has an impact only upon the 
rebuttable presumption; it does not reach 
the ultimate issue of purpose. The ultimate 
burden of proof, therefore, remains upon 
the taxpayer; Section 534, if its require- 
ments are met, shifts to the Commissioner 
only the noncritical burden with respect 
to reasonableness of the accumulation. 
Moreover, the shifted burden is narrowed 
to the grounds set out in the taxpayer's 
statement of grounds. 

The Tax Court in a recent case, Pelton 
Steel Casting Company," passed upon the 
proper construction of Section 534, stating: 


“The legislative history of [the 
accumulated earnings tax] clearly expresses 
the intent of Congress to place the ultimate 
burden of proof on taxpayers. There 
is no expression of intent in the applicable 
1954 Code sections or in the legislative 
history to alter or reverse the existing law 
relative to burden of proof except with 
respect to accumulation of profits beyond 
the reasonable needs of the corporation.” ” 

The rationale supporting the Commis- 
sioner’s premise is thus reinforced by 
precedent. 





"1 Pelton Steel Casting Company, CCH Dec. 
22,344, 28 TC —, No. 20 (1957). 

2% Pelton Steel Casting Company, 
footnote 11. 

% Pleadings in the following docketed Tax 
Court cases have been examined: Novi EHquip- 
ment Company, Dkt. No. 55967; Turnure ¢€ 
Blood, Inc., Dkt. No. 63608; Progress Litho- 
graphing Company, Dkt. No. 63995; Sioux Steel 
Company, Dkt. No. 64229; Sachs Quality Stores, 
Inc., Dkt. No. 56195; Associated Coca-Cola Bot- 
tling Plants, Inc., Dkt. No. 59082; and Asso- 
ciated Coca-Cola Bottling Plants, Inc. et al., 
Dkt. No. 59083. In the first five cases above, 
the adequacy of the statement of grounds was 
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(2) In cases in which the statutory pro- 
cedure outlined in Section 534 has been com- 
plied with and petition filed in the Tax 
Court, the Commissioner in the answer 
has, in almost all cases, denied adequacy 
of the statement.” In all cases the answer 
has denied that the Commissioner has the 
burden with respect to the grounds set out 
in the statement.* The result of such a 
blanket pleading practice is to raise in 
each case the issue of adequacy and to 
leave in an unresolved status the onus of 
proof as to reasonable needs. 

(3) Motions requesting preliminary deter- 
mination of the adequacy of the statement 
of grounds and/or determination of which 
party bears the burden in respect to grounds 
set forth in the statement have been con- 
sistently opposed by the Commissioner.” 

The Tax Court, in sustaining the Com- 
missioner’s objections, has adopted the fol- 
lowing reasoning. Determination of whether 
the accumulation exceeds the reasonable 
business needs is of critical importance in 
most cases; therefore, location of the bur- 
den as to this issue is likewise important. 
It would be inappropriate and unwise for 
the Chief Judge of the Tax Court to re- 
solve this important question at a motion 
calendar and, thus, bind and limit the 


challenged; in no case was the adequacy of 
the statement admitted; in all the above-listed 
cases the Commissioner denied the burden of 
proof with respect to the grounds set out in 
the statement. 

44 See footnote 13. 

* Motions were filed seeking preliminary 
determination in the following cases docketed 
in the Tax Court: Novi Hquipment Company ; 
Turnure & Blood, Inc. ; Progress Lithographing 
Company ; Siouw Steel Company; Sachs Quality 
Stores, Inc.; Associated Coca-Cola Bottling 
Plants, Inc.; and Associated Coca-Cola Bottling 
Plants, Inc. et al., all cited at footnote 13. 
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hearing judge who will decide the case. 
No motion for preliminary determination 
has been granted.” 


(4) At the trial stage, the Commissioner 
has served notice that he will take the 
position that the burden of initially pro- 
ceeding rests on the petitioner. Assuming 
the taxpayer has the ultimate burden (see 
(1) above), it would follow as a corollary 
that the taxpayer would also bear the 
burden of proceeding in the litigation.” 

In summary, the current status of the 
burden of proof is in this posture. The 
Tax Court, in a decision squarely on point, 
has held that imposition of the accumu- 
lated earnings tax depends solely upon the 
absence or presence of the forbidden “pur- 
pose,” that the ultimate burden of proof 
in this type of case is upon the taxpayer 
and that Section 534, if its requirements 
are met, shifts to the Commissioner only 
the burden as to whether the accumula- 
tion is beyond the reasonable business 
needs. At the pleading juncture, where the 
issues are framed, the Commissioner as a 
practice has challenged adequacy of the 
statement and placed in issue the location 
of the reasonable accumulation burden. No 
preliminary determination of adequacy of 
statement or location of burden is available 
prior to the trial. 


Conclusion 


The principal objectives sought by Con- 
gress in the enactment of Section 534 were 
the following: * 


(1) To prevent the situation wherein the 
revenue agent used threat of imposition of 
an accumulated earnings tax to induce 
capitulation on other proposed adjustments, 
and wherein the corporation yielded be- 
cause of the expense and difficulty of liti- 
gating this type case. 


(2) To require, at the administrative 
stage prior to the issuance of a notice of 
deficiency, a thorough analysis and screen- 
ing before assertion of the accumulated 
earnings tax. 


(3) To relieve corporations, which com- 
ply with the section’s procedure, of the 
substantial expense and effort of proving 
that the accumulation was for the reason- 
able needs of the business. 


16 See footnote 15. The Tax Court has denied 
motions filed in each of the above-listed cases, 
except the motions in Turnure & Blood, /nc. 
and in Sachs Quality Stores, Inc. The latter 
case was settled while the motion was pending, 
and in the former, the motion has been con- 
tinued for consideration by the trial judge. 


Accumulated Surplus Cases 


The section and its current interpreta- 
tion by the Commissioner and the Tax 
Court should be evaluated and tested with 
these objectives in mind. 

What impact, if any, Section 534 will 
have upon negotiations with revenue agents 
is speculative. Should any abusive practice 
exist, it is doubtful that this section would 
alter the situation. On the corporation 
side, corporate officers, properly advised 
of the limited orbit of Section 534 under 
current judicial interpretation, will be un- 
der the same pressures that existed prior 
to enactment of the 1954 Code. 


In regard to the object of obtaining a 
more searching administrative review, the 
developments, if any, in this area are nebulous 
and difficult to appraise. It is to be hoped 
that the Congressional intention will be 
followed. However, since the evolved cur- 
rent situation favors the Commissioner, it 
would not seem to encourage additional 
review prior to assertion of the tax. 


The attempt to relieve corporations, which 
comply with the Section 534 procedure, of 
the expense and effort of proving reason- 
able needs for the accumulation has failed 
to date. On the trial day, the corporation 
is faced with a dilemma. On the one hand, 
to present evidence confined to the ab- 
sence of the interdicted purpose and rely 
upon the adequacy of the statement of 
grounds for accumulation to shift the bur- 
den thereon to the respondent represents 
an imprudent gamble. The alternative—to 
adduce evidence negativing “purpose” and, 
also, prepare and present complete evi- 
dence of the reasonable business require- 
ments for the accumulation—leaves the 
corporation where Section 534 found it. 
Indeed, from a tactical standpoint, a cor- 
poration’s position is worse. The trial con- 
comitant of filing a statement of grounds 
is to place in the hands of the adversary, 
prior to trial, the corporation’s entire case. 


It would appear, therefore, that Sections 
531 through 537 of the 1954 Code have 
not, in the present posture of the situation, 
resolved the business and tax problems 
produced by Section 102 of the 1939 Code. 
There remains a surtax on improperly ac- 
cumulated earnings which is nebulous and 
uncertain in application and which is severe 
in impact. [The End] 

17 At trial, should each party rest without 
introducing proof, the party having the ultimate 
evidentiary burden fails. Therefore, assuming 
the corporation has the ultimate burden, it 


must initially proceed or fail. 
8 See footnote 6. 








BOOKS 


This month's reviews of recent books and other publications 
of interest to tax men include Economic Reasoning and Pro- 


fessor Robert $. Holzman'’s The Tax on Accumulated Earnings. 


A Tax on Hoarding 


The Tax on Accumulated Earnings. Robert 
S. Holzman. The Ronald Press Company, 
15 East 26th Street, New York 10, New 
York. 1956. 136 pages. $10. 


Elsewhere in this issue there is an ar- 
ticle on the Pelton Steel case. This is a case 
that squelched the hope of those who 
wanted a radical change in the treatment 
of the surtax on the accumulation of earn- 
ings. One of those who, when the 1954 
Code was enacted, did not entertain any 
false hopes that the teeth of the tax on 
accumulated earnings had been pulled was 
Robert S. Holzman. His book was writ- 
ten for the purpose of telling corporate 
executives just when and why their cor- 
porations are vulnerable to the tax. He 
analyzes cases by issues, thus presenting 
a point of view which will enable manage- 
ment to plot its course along that narrow 
path separating “reasonable” from “unrea- 
sonable” in the field of accumulation. 


The author points out the seriousness of 
this tax by stressing the Trico Products 
Corporation case, which involved the per- 
sonal liability of directors. The corporation 
was assessed over $7 million for accumu- 
lating earnings. Minority stockholders sued 
the directors for damages sustained by the 
corporation as a result of the tax. A settle- 
ment was had under which the directors 
personally paid over $2% million to the 
corporation. 


The decision which prompts the accumu- 
lating of earnings is a management one, 
and tax advice is not often sought before 
such a policy is embarked upon (one rea- 
son why this book should be in the hands 
of financial officers and directors). Mr. 
Holzman relates three cases from which 
he draws the advice: “A corporation should 
be careful about stressing in minutes or cor- 
respondence the fact that tax counsel was 
present at the meeting when dividends or 
reasons for retention of earnings were dis- 


878 


November, 1957 @ 


cussed. A revenue agent may come to 
the unwarranted conclusion that the cor- 
poration’s dividend policy was set by tax 
considerations, the ‘proof’ being that tax 
counsel was present and perhaps even had 
suggested the course of action that was 
followed. The possible effect of listening 
to tax counsel was brought out in several 
accumulated earnings tax cases.” 


The book is small and priced high—but 
the price would be small enough if it wards 
off a bout with the government on Section 
531. The author is a professor of taxation 
at New York University, but he has demon- 
strated that he can throw off the cloak of 
academia and write an extremely practical 
book. 


The Potentials for Future Growth 


Economic Reasoning. Marshall A. Robinson, 
Herbert C. Morton and James D. Calder- 
wood. The Brookings Institution, 722 Jack- 
son Place, Washington 6, D. C. 1956. 335 
pages. $3. 

This is a book we should have called to 
your attention some time ago. It deals with 
such basic questions as: How do free mar- 
kets function? Why has the scope of gov- 
ernment economy activity expanded? Can 
we control business cycles? 


Here is part of what the book has to say 
about the future: 


The prevailing view in the 1950's is that 
the United States has a vast capacity for 
continued economic expansion. Projections 
of per-capita income in 1960, 1965, 1975, and 
beyond are typically optimistic. Let us now 
take stock of our capacity to grow during 
the next decade—a period long enough to 
establish a trend with allowances for short- 
run fluctuations, yet short enough to be of 
practical concern to all of us. The period 
is also short enough to justify the assump- 
tion that there will be no serious shortage 
of natural resources to support the growth. 
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Population is increasing much more rapidly 
than the forecasts of demographers led us 
to expect a decade ago. Back in 1946, the 
Census Bureau and other population studies 
estimated that the population of the United 
States would reach about 165 million in 
1990 and then level off. But by 1955—thirty- 
five years ahead of time—the population 
reached about 165 million without showing 
signs of leveling off. If the present rate of 


growth continues, the outlook is for a popu- 
lation of 190 million by 1965. 


Past errors in projection caution us, how- 
ever, against placing absolute faith in this 
estimate. During the next decade, the birth 
rate and mortality rate could change con- 
siderably and therefore change per-capita 
income. But changes in the next ten years 
would not have an appreciable effect on the 
capacity of the nation to produce, because 
those who will enter the work force during 
the next decade are already in school. 


By assuming (1) normal mortality rates, 
(2) the tendency for a given portion of the 
nation’s youth to continue to go to school 
after reaching an age when they could go to 
work, (3) armed forces of 3 million men 
and women, and (4) continuation of present 
retirement habits for older persons, it is 
possible to estimate that the civilian labor 
force in 1965 will be 76 million—17 per 
cent more manpower than was available 
in 1955. 

Continued reduction in the average hours 
worked is probable. The reduction may take 
the form of a shorter work day, longer rest 
and recreation periods, or extended vaca- 
tions and holidays. Of course, the tendency 
for average hours of work to decline is not 
likely to continue as rapidly as in the past, 
for as we increase our degree of mechaniza- 
tion and “automation,” the opportunities for 
further reduction of human effort become 
increasingly scarce. It is quite possible that 
the average hours worked by a full-time 
worker without “overtime” could drop from 
about 40 hours in 1950 to about 37 hours 
in 1965. 


How much technology will change during 
the next decade is even more difficult to esti- 
mate; but, seemingly, the tempo of innovation 
is quickening. Factory production has been 
undergoing what has been called “the sec- 
ond industrial revolution.” Large producers 
are substituting mechanical, electronic and 
other devices for human observation, deci- 
sion and effort; and a few have moved close 
to the fully automatic factory. Farms, too, 
are becoming more and more mechanized, 


Books 


continuing the trend of the 1940’s when the 
number of tractors on American farms 
doubled. 


In addition to the rising productivity be- 
ing achieved with the technological develop- 
ments already on hand, new ones seem on 
the way. About 1 per cent of national in- 
come is spent on research. Business firms, 
universities, and government agencies are 
engaged in research aimed at discovering 
fundamental principles and improved tech- 
niques of production. Although more than 
half of this research is being financed by 
the government mainly for military pur- 
poses, many military developments find an 
application in civilian life. 


The growth of incomes, the increase in 
pension plans, the rising sales of life insur- 
ance, and so on, suggest that there will be 
large personal savings to finance business 
investment. In making their projections to 
1965, some economists predict an average 
rate of saving of about 6 per cent of per- 
sonal disposable income. A rate of 6 per 
cent for personal savings, together with the 
savings of business, is expected to be suffi- 
cient to sustain the continued expansion of 
our capital plant and equipment. 


Conversion of a large volume of these 
savings into investment in new plants and 
equipment would enable output per man- 
hour to increase at an estimated rate of 
2.5 per cent per year, or about one third 
in ten years. If businessmen continue to 
perform the risk-taking function as they 
have in the past, and the nation continues 
to provide an environment that encourages 
innovation, productivity could increase faster 
than the long-run trend. 


NTA Proceedings 


Proceedings of the Forty-ninth Annuai Con- 


ference on Taxation. National Tax Asso- 
ciation, 905 Payne-Shoemaker Building, 
Harrisburg, Pennsylvania. 1957. 591 pages. 
$10.50. 


This book includes minutes and papers 
presented at the conference of the National 
Tax Association held in Los Angeles from 
November 13 to 16, 1956, as well as minutes 
of all meetings of the executive committee 
during 1956. Nine round tables and four 
general sessions are recorded here, including 
topics such as federal income tax mitigation, 
corporation imcome taxes, equalization of 
property tax assessments, public finance, 
national fiscal policies, sales and use taxes, 
highway-user taxes, property taxes and 
taxation of interstate utilities. 
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TAX- 


WISE 


Every month this department lists meetings of interest to tax men and reports on 
studies, speeches and other activities in the tax field. Featured in this issue: 
William Poindexter's discussion of the doctrine of thin corporations: current 


law and possible solutions from the standpoint of the taxpayer . . 


. George W. 


Peak’s study of the organization of tax management in electric utility companies 
. . . The factors to be considered in buying and selling an accounting practice. 


Meetings of Tax Men 


New York County Lawyers Association. 
—J. Henry Landman, a New York attorney, 
will address the New York County Lawyers 
Association at 14 Vesey Street, New York 
City, on October 31 at 8 p. m. His subject: 
“Tax Implications of Real Estate Transac- 
tions.” 

American Institute of Certified Public 
Accountants.—The seventieth annual meet- 
ing of the American Institute of Certified 
Public Accountants is scheduled for October 
26-30 in New Orleans. On the agenda for 
discussion are problems of taxation and 
financial reporting of concern to the whole 
business community, as well as some techni- 
cal matters of primary interest to account- 
ants. Participants include Dan Throop 
Smith, Deputy to the Secretary of the Treas- 
ury; J. P. Goedert, an Illinois CPA who has 
written numerous articles on accounting 
and taxes; J. S. Seidman of New York, 
author of Legislative History of Federal In- 
come and Excess Profits Tax Laws; and 
Alvin R. Jennings of New York, nominee 
to become next year’s president of the 
American Institute of Certified Public Ac- 
countants. 

Tennessee Institute—The Eighth Insti- 
tute on Taxation, sponsored by the Ten- 
nessee Society of CPA’s, the Bar Association 
of Tennessee and the Extension Division of 
the University of Tennessee, will be held on 
November 7, 8 and 9 in Nashville. 


Thin Corporations 


Following is the text of a talk presented 
by Attorney William Poindexter at a recent 
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meeting of the Tax Committee of the Los 
Angeles Bar Association. Since the speech 
was given and since it was printed in The 
Los Angeles Daily Journal, from which it is 
reprinted with permission, the author has 
made certain revisions. 


The doctrine of thin corporations is largely 
a development of the Tax Court. The 
theory has no real basis in the Internal 
Revenue Code. Each year brings its annual 
crop of new decisions. The past year has 
been no exception with at least three land- 
mark decisions having been handed down. 
These were Gooding Amusement Company v. 
Commissioner, 56-2 ustc J 9808, 236 F. (2d) 
159 (CA-6); Estate of Miller v. Commis- 
sioner, 57-1 ustc § 9277, 239 F. (2d) 729 
(CA-9); and Kraft Foods Company v. Com- 
missioner, 56-1 ustc J 9428, 232 F. (2d) 118 
(CA-2). In each of these cases the Tax 
Court decided adversely to the petitioner. 
The Gooding case was affirmed by the Sixth 
Circuit, but the Tax Court was reversed by 
the Ninth Circuit in Estate of Miller and by 
the Second Circuit in Kraft Foods Company. 
These three decisions raise considerable 
question as to the status of thin corpora- 
tions today. 


However, since the stakes are high, tax- 
payers will continue to use debt financing 
as a tax-saving feature both in incorporat- 
ing and in operating corporations. The 
principal tax purpose of the thin corpora- 
tion is the avoidance of the double tax 
resulting from the separate-entity concept 
in tax law. By financing a corporation 
largely with debt, the corporation can, 
when it is successful, pay off notes to share- 
holders with a return to the shareholder- 
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investors of the capital, or a substantial 
part of it, tax free. 

The second advantage of debt financing 
is the deductibility of interest payments to 
the shareholders. 


The third advantage is a possible business 
bad debt deduction. If the investor is in 
the “trade or business” of financing several 
business enterprises at the time of the loan 
in question, there is a good chance that he 
will be entitled to a business bad debt 
deduction. This possibility has become 
more important since Putnam v. Commis- 
sioner, 57-1 ustc 79200, 352 U. S. 82, in 
which the Supreme Court denied the right 
to an ordinary deduction on the payment of 
a guarantee by a shareholder. Until this 
decision, several circuits had held that a 
shareholder could deduct as an ordinary 
loss the payment of a guarantee on a loan 
made to his corporation, particularly if the 
corporation were no longer in existence 
at the time of the payment of the guarantee. 
With striking logic the Supreme Court 
held that it should make no difference 
whether the taxpayer loaned the money 
directly to the corporation or indirectly 
through the guarantee method, that in 
either case he was only entitled to a non- 
business bad debt deduction which, of 


course, is limited to $1,000 per year against 


ordinary income. 


Heretofore the basic feature of thin cor- 
porations has been the debt ratio. The thin 
corporation doctrine itself got its start in a 
dictum in two Supreme Court cases: John 
Kelley Company v. Commissioner and Talbot 
Mills v. Commissioner, 46-1 ustc J 9133, 326 
U. S. 521. The Supreme Court stated that 
“nominal stock investments and an obvi- 
ously excessive debt structure” would be 
factors to consider. 


The debt-ratio approach appears to have 
been first adopted by the Tax Court in 
Isidor Dobkin, CCH Dec. 17,767, 15 TC 31. 
This case was decided against the taxpayer, 
since the Tax Court found that the ratio 
of debt to equity, about 35 to 1, was too thin. 
Immediately this raised the question as to 
what ratio of debt to equity could be safely 
used. We got some direction in Ruspyn 
Corporation, CCH Dec. 19,112, 18 TC 769, 
where the Tax Court held that a ratio of 
3% to 1 was acceptable, and the Commis- 
sioner acquiesced in this case. However, 
we must treat this case with some caution, 
since it is paramount in thin corporation 
cases that each be decided on its own facts. 


Probably there is no question that a 
2-to-1 ratio is adequate. The recent case of 
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W. H. Brown, CCH Dec. 21,972, 27 TC —, 
No. 3, held that a 2-to-l ratio is adequate. 


In determining what the debt ratio is in 
setting up the corporation, it is important 
to consider how the Tax Court computes 
the debt ratio. In the Dobkin case, the 
shareholders contributed $28,000 cash, re- 
ceiving in return $2,000 in stock and $26,000 
in notes. The corporation took the cash, 
invested it in real property, assuming two 
mortgages. The Tax Court held the cost 
of the liabilities incurred by the mortgages 
to be liabilities of the shareholders, increas- 
ing the debt ratio several times. Conse- 
quently, care should be exercised in not 
incurring additional indebtedness at the 
time of incorporation over and above the 
liability to the shareholders. 


Frequently, a transfer to a corporation 
is made at book value without any con- 
sideration for good will. In Estate of Miller 
v. Commissioner, cited above, the Tax Court 
apparently did not look beyond the book 
value of the stock, and on the face of the 
matter it appeared that there was an exces- 
sive debt ratio. In reversing, the circuit 
court pointed out that it completely over- 
looked the good will of the going business, 
which automatically contributed to the 
value of the stock. Since the good will was 
at least $150,000, the circuit court pointed 
out that there certainly could be no com- 
plaint as to the debt ratio when this hidden 
good will was taken into account. 


However, the courts have long recognized 
that debt ratio is only one factor to con- 
sider. In fact, in the Gooding case the Tax 
Court recognized that the capitalization was 
adequate and that there was no objection 
to the debt ratio. It is apparent that the 
Tax Court has gone on to greener pastures. 


The taxpayer, of course, should always 
be careful to observe all the formal aspects 
of a debt. He should be careful to see that 
the debt transaction is properly recorded 
in the minutes and the books of the corpo- 
ration and that notes are actually issued. 
Failure to do so resulted in an adverse 
decision by the Tax Court in Wilshire and 
Western Sandwiches, Inc. v. Commissioner, 
CCH Dec. 16,493(M), 7 TCM 406, which 
was reversed by the Ninth Circuit, 49-2 
ustc 7 9331, 175 F. (2d) 718. Again, this 
was part of the basis of the decision in 
Schnitzer v. Commissioner, 50-2 ustc § 9410, 
183 F. (2d) 70, in which the decision of the 
Tax Court was affirmed by the Ninth Cir- 
cuit. In both of these cases, the share- 
holders simply made advances to the 
corporations from time to time, making 


881 





little distinction, recordwise, from their 


capital contributions, 


The debt should have a definite maturity 
date. The interest should be fixed and paid 
regardless of whether there are earnings 
or not. Also, it is desirable, if possible, 
to have the notes issued for a different 
consideration than stock. This distinction 
appears to be the basis of the decision in 
favor of the taxpayer in Arthur v. Mc- 
Dermott, CCH Dec. 17,210, 13 TC 468. 
However, this distinction would probably 
be of little importance in the Tax Court 
today. Again, as with the debt ratio, the 
taxpayer should observe the formal aspects 
of a debt, but doing so will not prevent 
the Tax Court from holding that there is still 
a*thin corporation. 


The theory that the Tax Court is presently 
applying is that loans by shareholders to 
their corporations must be considered as 
capital for tax purposes if the loans are 
actually intended as part of the “permanent 
capital structure.” The court also speaks 
of whether the shareholder’s loans are sub- 
ject to the “risk of the business.” 


This approach probably had its begin- 
nings in Sam Schnitzer, cited above, in which 
the shareholders made advances of several 
hundred thousand dollars, crediting $187,000 
against stock issued and the balance as a 
debt owing to the shareholders. At the 
time of incorporation the shareholders knew 
that it would probably cost in excess of 
$1 million to acquire the contemplated steel 
mill. The court decided that all the ad- 
vances must be considered capital, since it 
was all intended to be part of the “perman- 
ent capital structure.” 


In determining whether the loan is in- 
tended to be part of the permanent capital 
structure, the court considers such factors 
as expectation of payment, subordination of 
the debt to claims of other creditors and 
the ability to repay regardless of profits. 
Although the Tax Court considers the 
intent at the time the debt and capital 
structure is created as the important factor, 
it apparently feels free to determine this 
intent by hindsight. In Gooding, the Tax 
Court placed weight on the subordination 
of shareholder debt, which was done at a 
time subsequent to the incorporation and, 
apparently, with no relation to the incor- 
poration and which was done in the course 
of obtaining commercial loans. 


It appears that the circuit courts, at 
least other than the Sixth Circuit, are be- 
coming alarmed at the wide swath the Tax 
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Court is cutting with its new thin corpora- 
tion approaches. The Ninth Circuit in re- 
versing the Tax Court in Estate of Miller 
v. Commissioner, cited above, stated: “We 
cannot see any justification for inferring 
that a promissory note is unreal and not 
representative of the actual arrangement 
merely because the maker expects to pay 
out of future earnings.” 


Again in Miller, the Ninth Circuit stated: 
“We know of no rule which permits the 
Commissioner to dictate what portion of a 
corporation’s operations shall be provided 
for by equity financing rather than by debt.” 


The Second Circuit even, in a stronger 
opinion reversing the Tax Court in Kraft 
Foods Company, stated: “Debt is still debt 
despite subordination.” 


Another approach which the Tax Court 
has attempted to develop in these cases is 
that there must be a principal business 
purpose in creating a shareholder debt. The 
basis of the business purpose doctrine is, 
of course, Gregory v. Helvering, 35-1 ustc 
{ 9043, 293 U. S. 465, where the transaction 
was actually a sham for tax avoidance. In 
that transaction the corporation was set up 
for the sole purpose of handling a single 
transaction in order to avoid tax. The Tax 
Court has expanded that doctrine to the 
thin corporation field in the Gooding, Miller 
and Kraft Foods Company cases, holding in 
effect that taxpayers may not choose to 
create shareholder debt unless there is a 
good business purpose for so doing. 


The Second Circuit in Kraft Foods Com- 
pany held: “We do not think that these 
cases hold that tax minimization is an im- 
proper objective of corporate management; 
they hold that transactions, even though 
real, may be disregarded if they are a sham 
or masquerade or if they take place between 
taxable entities which have no real exist- 
ence. The inquiry is not what the purpose 
of the taxpayer is, but whether what is 
claimed to be, is in fact.” 


Now that we have reviewed the current 
law, let us consider possible solutions from 
the standpoint of the taxpayer. The first 
possibility is for a shareholder-noteholder 
to sell his note, rather than to seek repay- 
ment from his corporation. Usually the 
note cannot be repaid until the corporation 
becomes successful. If the corporation is 
successful, it should be possible to find a 
buyer of the note, depending upon its terms, 
for little or no discount. 


The second possibility is to have a third 
party make the loan initially and then have 
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the shareholders simply guarantee the pay- 
ment. Again, in this situation the payment 
by the corporation would not be made to 
the shareholder. It should be noted in this 
connection, however, that the rationale of 
the Putnam case, cited above, might be ex- 
tended to this situation so that the share- 
holder would be _ held to be receiving 
payment, in effect, directly from the corpora- 
tion, taxable as a dividend. 


Another possibility arises in a limited 
situation. This is the situation in which 
corporate promoters join with cash in- 
vestors to form a corporation. The pro- 
moters are issued promotional stock for 
their services or property contributed to the 
corporation. In order to obtain the cash 
investment, it is frequently necessary for 
the promoters to agree that before the pro- 
moters participate in the profits, the cash 
investors will receive their repayment. In 
this situation there is an excellent business 
reason for providing the cash investors with 
notes for all or a large part of their cash 
investment: to insure that they will be 
repaid prior to the participation by pro- 
moters. The Commissioner should have little 
objection to this arrangement, particularly 
where the cash investors have a minority inter- 
est. This was substantially the situation in 
Earle v. W. J. Jones & Son, Inc., 53-1 ustc 
{ 9142, 200 F. (2d) 846. Here the Ninth Cir- 
cuit held that repayments to cash investors 
were loan repayments. 


Perhaps the best possibility is the situa- 
tion where the loans by shareholders can 
be secured by assets. This certainly elimi- 
nates any question of subordination to other 
creditors and would seem to strongly indi- 
cate the intention of the shareholder to be 
repaid. 


It is quite possible that any of the possi- 
ble approaches by the taxpayer may end 
up in litigation. Perhaps the most definite 
advice that the practitioner can give to his 
client is to avoid the Tax Court. In the 
recent case of Associated Investors, Inc., 
v. U. S., 57-1 uste J 9396, the federal district 
court in Kansas held interest deductible 
where the debt ratio was 24 to 1. 


Organization of Tax Management 
in Electric Utility Companies 
This article deals with the titles of utility 


tax executives, their placement in single 
and dual departments, the provisions for 


* Others of these companies may have estab- 
lished tax ‘‘departments’’ or units, but their 
charts are not detailed enough to carry refer- 


Tax-Wise 


their supervision and the levels of their 
positions in their company organization 
structures. It was prepared for us by 
George W. Peak, director of organization 
planning of the Public Service Company 
of Indiana, Inc., Plainfield, Indiana, 


The preparation of tax returns, the filing 
of tax returns with the proper authorities 
and associated efforts having to do with 
the determination and legal minimization 
of tax liabilities have become important 
business activities in an industry that pays 
about a fourth of its gross revenue into the 
tax coffers. 


All electric utility companies pay taxes, 
and over one half of them, an examination 
of the organization charts of 87 such com- 
panies reveals,* have established formal tax 
“departments” or units to deal with tax 
matters. As Table I reveals, formal recog- 
nition is given to the function to a relatively 
greater extent in large- and medium-size 
companies than it is in the small companies. 


This paper deals principally with the 
data relative to the organization for tax 
department management in the 47 com- 
panies in which such units are maintained. 
It relates to the establishment of single and 
dual tax departments, to the titles of the 
tax executives, to the provision made for 
their supervision and to the organization 
strata they occupy. 


About one fourth of the 47 companies 
place their tax functions in dual depart- 
ments, or in single departments for one 
class of taxes with other taxes apparently 
being handled by outside counsel. The re- 
maining 35 of the 47 companies place their 
tax functions in single departments. 


As Table II indicates, the large com- 
panies have established single departments 
to a greater extent relatively than have the 
medium-size and small companies. 

Table III shows the titles of the tax 
department executives in 31 of the 47 com- 
panies. In the cases of the other 16 com- 
panies, the tax function is identified on each 
Organization chart, but the title of the 
executive at the head of the function is not 
given. 

“Agent” and “manager” are the most 
popular titles, followed in order by “super- 
visor.” None of these titles holds a majority 
as among the titles in the 31 companies, 
however. 


ence to such units in addition to the units that 
are shown. 
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In the cases of a number of companies, 
but not the majority of them, the tax execu- 
tive is charged with some other responsi- 
bility in addition to the tax function. The 
real estate and insurance functions are the 
ones most common to such combinations. 


The titles of the supervisory executives 
to whom tax department executives are 
responsible in the 47 electric utility com- 
panies are shown in Table IV. In prac- 
tically every case, as might be expected, 
the supervisory executive has to do with 
some phase or phases of financial management. 


In 20 of the 47 cases, the supervisory 
executives are vice presidents or officers 
of higher rank. Controllers and assistant 
controllers are also designated as the super- 
visory executives in a relatively large num- 
ber of cases, 

Table V shows the number of intermediate 
executives in line of authority between the 


chief executives and the tax department 
executives in the 47 companies. 


In each of 22 companies, the tax depart- 
ment executive is supervised by another 
executive who is directly responsible to 
the chief executive. In each of 15 cases, 
there are two intermediate executives inter- 
posed between the top executive and the 
tax executive. These 37 cases represent the 
large majority of the 47 companies. 

In summary, the typical electric utility 
company tax executive is known as a tax 
agent or tax manager. He is sometimes, 
although not most commonly, in charge of 
some other related function, such as the 
real estate or the insurance function. His 
supervisor is to be found in the company’s 
financial management ranks, not uncom- 
monly with the title of vice president. In 
only a relatively few cases are more than 
two intermediate executives interposed be- 
tween the tax executive and the chief execu- 
tive of his company. 





TABLE | 


Formal Recognition Given to the Tax Department Function by the 
Organization Charts of 87 Electric Utility Companies, 1956 





Number of Companies * 
Explanation Total Large Medium Small 
Organization charts contain no mention of tax 
“department” or of the “tax function”.......... 40 5 26 9 
Organization charts contain some reference to tax 
“department” or to the “tax function”.......... 47 9 33 5 
TOS © anges A cndgeh ce hnl. x< LA ee. 4 ee 87 14 59 14 
TABLE Il 
Extent to Which Tax Functions Are Combined in One Tax Department 
or Separated in More Than One Department in 47 
Electric Utility Companies, 1956 
Number of Companies * 
Explanation Total Large Medium Small 
One tax department...... yee patty > are 8 23 4 
One tax unit for income taxes and another tax 
anit for property fames. ... iis cscs caiseehs ee 8 1 6 1 
One tax unit for property taxes, with income tax 
matters apparently handled entirely by outside 
Oo Roemer ye STUY SP 4 a 4 
Pe ON 6c 5s a os Sees fs cee ee 47 9 33 5 
*Companies having over $100 million annual revenue classed as ‘“‘large’’; those having 


$25-$100 million annual revenue classed as 
annual revenue classed as ‘‘small.”’ 
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TABLE Ill 
Titles of Tax Department Executives in 31 Electric Utility Companies, 1956 


Number of Companies * 
Titles Total Large Medium Small 
In Companies with Tax Function in Single De- 
partments 
Vice President 
Vice President, Land and Tax 1 l 
Assistant Treasurer 
Assistant Treasurer (Taxes and Statistics) 1 — 1 
Assistant Controller 
Assistant Controller and Principal Tax Con- 
Ce TT Be eae DAE 255 IB 1 1 
Manager 
Manager, Tax Department............ 3 3 
Manager, Tax and Insurance Department... 1 ; 1 
Tax Manager, Assistant Secretary and As- 
sistant Treasurer ns ER 1 1 
Manager, Land, Tax, Insurance and Pensions 1 : 1 
Superintendent 
Superintendent of Taxes... 1 1 
Supervisor 
yo Se, eee ee eae ee 1 1 
Supervisor, Tax Accounting Department 1 1 
Supervisor, Real Estate and Tax Department 1 1 
Supervisor, Taxes and Budgets...... 1 1 
Accountant 
Ce ee ee Pere Ue eee 2 2 
Agent 
Tax Agent is 2 2 
Tax and Insurance Agent.. 3 1 1 1 
Land and Tax Agent 1 ; 1 
Tax and Claim Agent 1 1 
Commissioner 
Tax Commissioner 1 1 
Miscellaneous 
Administrative Assistant 1 1 
In Companies with Tax Function in Dual De- 
partments 
Assistant Secretary & Assistant Treasurer ” 1 1 
General Supervisor, Income Tax and Audits* 1 1 
Supervisor, Taxes* 0.66.0 5 oe. 1 1 
Fa PN OE Ae tend boos 1 1 
Tax Accountant * eae es 1 1 
Ad Valorem Tax Engineer * 1 1 
All Cases" 31 19 5 


* Companies having over $100 million annual 
revenue classed as “‘large’’; those having $25- 
$100 million annual revenue classed as ‘“‘medi- 
um’’; and those having under $25 million annual 
revenue classed as ‘‘small.”’ 

> Real Estate Agent responsible for property 
taxes. 

¢ Responsibility for other taxes not indicated 
by chart. 

4 Other tax executive is Vice President, Per- 
sonnel and Tax Evaluation. 
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e Assistant Secretary & Assistant Treasurer 
responsible for federal taxes. 

f Assistant Secretary responsible for property 
taxes. 

* Secretary and Controller have supervision 
of another position carrying responsibility for 
income taxes. 

» Charts of 16 other companies show locations 
of tax department functions but not titles of 
tax executives. 
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TABLE IV 


Supervisory Executives to Whom Tax Department Executives 
Are Responsible in 47 Electric Utility Companies, 1956 


Number of Companies * 
Titles Total Large Medium Small 
In Companies with Tax Function in Single De- 
partments 
Chetek eerie oe Ses eGR sae a} eee 4+ 1 2 1 
WME ii lay. sins ee a eae 1 >< hi 1 


Vice President 


View Peemet « «5.5 6 hk ea S Cecanean vi cee ae 3 3 
Vice President and Treasurer............. 1 ie sf 1 
Financial Vice President and Treasurer.... 1 1 
Vice President and Controller............ 1 1 
Vice President—Finance and Comptroller... 1 1 
Vice President in Charge of Financial and 
Secretarial Giese 43450"; ask AS ra | 1 
Vice President—Financial and Tax. Ra oa aie 1 1 
Assistant Vice President and Assistant Treasurer 1 1 
DOLRCENE T= 2 PORINTNT sos cn Soa tie oh re ene 1 1 
Assistant Secretary-Assistant Treasurer. . ] 1 
Yc, ae ee eee SU ee oes er ae 2 2 
Assistant Treasurer Kyrie 2 2 
Conirotae i hove dad: oes eee tt 3 3 ? 
Aseistese Contsalier’: «so 06s Foheindinons 3 2 1 
Assistant General Accountant and Assistant 
SRCROOE Sc ENR se ee eed See eK 1 1 E% 
Chief Accountant | Sa es Te ae ae 1 iN 1 
In Companies with Tax Function in Dual De- 
partments but with Charts Carrying Reference 
to Single Departments Only 
Vice President and Treasurer * “St, Sea 1 1 
Secretary and Treasurer‘....... 1 1 
Secretary ° pias oo A at Mpa es Chace 2 2 
cites) Cea ec sk oe eile oes 1 1 
In Other Companies with Tax Function in Dual 
Departments 
Vice President 
Vice President and Controller * 1 1 
Vice President and Secretary ‘ 1 1 
Teme i ee ate os wich kai Gy | a 1 
Asststamt “TREE ka oe ii tks. soak ea 1 1 : 
Secretary and Controller®................ cee ; . J 
Apeiatant Feet oie ay cae cee ee 1 Pa 1 
Manager, Financial Section®............. irae «} 1 
All Cases sett Rd Sai NE aL ek ay Wk? eed 47 9 33 5 
® Companies having over $100 million annual e Associate General Counsel supervises prop- 
revenue classed as ‘‘large’’; companies having’ erty tax executive. 
$25-$100 million annual revenue classed as fSupervise both tax department executives. 
‘“‘medium’’; and companies having under $25 ® Vice President and Counsel supervises state 
million annual revenue classed as ‘‘small.’’ tax matters. 
»*Chief executive is chairman of board. h President supervises property tax executive. 
© Executive in supervision of property tax ! Secretary and Treasurer supervises property 
executive. tax executive. 
4 Executive in supervision of income tax 
executive. 
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TABLE V 


Number of Intermediate Executives in Line of Authority Between Chief Executive 
and Tax Department Executive in 47 Electric Utility Companies, 1956 


Number of 
Intermediate Executives 
ESR Bee hee 
ORR apae, eae 
SW cers. 
Ue Seta, Side ook cols bc Bala ce 
BE Cease |. ci. Bee Rhee Ah eR Ey Rie 


® Companies having over $100 million annual 
revenue classed as “‘large’’; those having $25- 
$100 million annual revenue classed as ‘‘medi- 
um’’; and those having under $25 million annual 
revenue classed as ‘‘small.’’ 

© One of these companies has dual tax depart- 
ments, there being two intermediate executives 
between the chief executive and the property 
tax executive. 

¢ Three of these companies have dual tax de- 
partments. In two of these companies, there 


Number of Companies * 
Total Large Medium Small 
4 1 2 l 
epee 22 4” 16 2 
bees 15 3 10° 2¢ 
ae 6 1 5 
a ay 47 9 33 


Il en | 





is only one intermediate executive in each case 
between the chief executive and the property 
tax executive. In the other company, there is 
no intermediate executive between the chief 
executive and the property tax executive. 

4 One of these companies has dual tax depart- 
ments, there being no intermediate executive 
between the chief executive and the property 
tax executive. 





Selling an Accounting Practice 


Generally, few serious complications arise 
within a partnership accounting business 
when one of the partners dies or decides 
to retire. This is because as a rule, there 
are fully written instructions agreed upon 
previously and defining what is to be done. 


But what happens to a practice when a 
local practitioner dies or chooses to retire? 
If there are no plans (and usually there 
are not), the business disappears and the 
clients must either go to another accountant 
or else retain no help at all. Since this is 
the case, it is important and far more satis- 
factory to both the profession and the client 
if the practitioner makes arrangements in 
advance for the continuation of his practice. 


A buyer may wish to purchase the estab- 
lished practice, and there are many things 
to be considered in this. How should value 
be determined and, once determined, what 
method should be used in paying? Equally 
important, what is the best way to distribute 
equitably the tax load resulting from such 
sale? 

John Wiseman, a CPA from Wheeling, 
West Virginia, has studied these problems 
in “Buying and Selling an Accounting Prac- 
tice” in the Summer, 1957 issue of The 
Virginia Accountant. 

In determining the value of the practice 
to be sold and the method of payment, Mr. 
Wiseman cites, among others, the Journal 
of Accountancy for August, 1931. There it 
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Was recommended that the buyer pay 10 
to 20 per cent of each gross fee for a period 
of five to ten years, and the author believes 
this to be somewhat comparable to our 
averages considered today. 


Mr. Wiseman believes that the clarifi- 
cation given by the Revenue Act of 1954 to 
payments to retiring partners or to the 
estates of deceased partners can also be 
applied to retiring local practitioners or 
their estates. 

“The chief issues throughout all of 
[the Tax Court decisions],” the author says, 
“were whether the seller sold goodwill and 
thus was entitled to report a capital gain 
on the sale of the practice or whether he 
had received a consideration for a covenant 
not to compete or for some other reason 
that would require that he report such 
receipts as ordinary income.” He reports 
that in some cases the payments were con- 
sidered deductible by the seller and taxable 
to the recipient, while in others the entire 
payments (not including those for the physi- 
cal assets and accounts receivable) were 
considered payments for good will. 

Mr. Wiseman lists several factors for the 
buyer to consider and recommends that 
much thought be given to the problem and 
its consummation by both buyer and seller. 
A few of his recommendations: Know the 
clients and the nature of the clientele, the 
seller’s reputation, the profitableness of the 
fees and, of course, one’s own ability to 
hold a practice. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


administrative rulings. 
types of taxes: 


This department's scope includes the following 
income, sales and gross receipts, property, gasoline, 


insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


Major State Tax Changes in 1957 


Most legislatures hold their regular ses- 
sions in the odd years. Thus 1957, with 45 
states sitting regularly (plus several special 
sessions), afforded the biennial opportunity 
to evaluate revenue systems and needs. 
Taxes rank just as high in state importance 
as they do with Congress. As a result, 
legislators have made no less than 2,325 
changes in state tax laws so far this year. 
Another 7,500 changes were proposed and 
sidetracked—for the time being at any rate 
—somewhere in the legislative process. Many 
of these changes involved rates, and most 
rate actions affected the taxes that yield 
substantial revenue—sales and_ gasoline. 
Thus the forward surge of state tax collec- 
tions—currently at an all-time high of close 
to $14.5 billion, up 8 per cent from 1956 and 
nearly 45 per cent from 1952—seems certain 
to continue. Such a large number and great 
variety of new 1957 state tax changes con- 
tinues the trend of recent years, and will 
contribute to the mounting cost and com- 
plexity of business operations from one end 
of the country to the other. 


Sales tax rate increases.—Ranging all the 
way from an increase in the Idaho prune 
tax from four cents to five cents a bushel 
to a new allocation formula for the cor- 
porate income tax in North Carolina, these 
1957 tax law switch-arounds exhibit as much 
variety as state taxing systems themselves 
do. Many of the 2,325 laws passed in 1957 
continued the never-ending process of chang- 
ing and amending the tax statutes to cope 
with new conditions, new problems. Sales 
taxes, big revenue producers in the 32 states 
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imposing them, came in for generous at- 
tention. While no state added a new sales 
tax, the trend of sales tax rates continues 
upward, and temporary higher rates in 
some cases have been made permanent. 
For instance, the Pennsylvania selective 
sales and use tax 3 per cent rate, originally 
adopted on a temporary basis, was made 
permanent this year. It’s significant to 
note that Pennsylvania scored a whopping 
29 per cent increase in revenue in fiscal 
1957, attributable in part to its 3 per cent 
sales tax. 


In Illinois, the 2.5 per cent sales tax rate 
was made permanent, nullifying the origi- 
nally scheduled reduction to 2 per cent. 
Since most Illinois cities, towns and villages 
have added a .5 per cent sales tax of their 
own which is collected by the state, the 
over-all rate in a majority of Illinois com- 
munities is 3 per cent. Other states ex- 
tending current retail sales tax rates are 
North Dakota, which retains its 2 per cent 
tax to July 1, 1959, and Connecticut, which 
has made its temporary 3 per cent tax 
permanent. 


Already effective is an increase in the 
Maine and Rhode Island rates to 3 per cent. 
An increase in the Arkansas gross receipts 
and use tax from 2 per cent to 3 per cent is 
now in effect, but the voters will have the 
right to approve or reject it at a referendum 
in November, 1958. Indiana increased its 
gross income tax rates for all categories of 
income, except retail sales by retail mer- 
chants and receipts from dry cleaning and 
laundering which were reduced from .5 per 
cent to .375 per cent. The rate on wholesale 
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sales and display advertising was increased 
from .25 per cent to .375 per cent, while the 
rate on all other classifications of income 
went from 1 per cent to 1.5 per cent. 


On the other side of the ledger is the 
action in Massachusetts where a 3 per cent 
sales tax was considered but killed in the 
legislature, and the veto by Iowa’s governor 
of the bill extending the temporary addi- 
tional sales tax. As a result, the Iowa sales 
and use tax dropped from 2.5 per cent to 
2 per cent on July 1, 1957. 


States follow federal income tax law.— 
The federal income tax statutes were broadly 
amended by the new Internal Revenue Code 
adopted by Congress in 1954. The new 
Code perfected the federal tax structure and 
also made sweeping technical changes through- 
out. As a result of these changes and con- 
tinuing a trend that was already under way 
before, the tendency in the states that 
impose income taxes is to follow the federal 
law—with reservations. Paralleling the 
state system with the federal should make 
for administrative convenience and simplify 
to some extent return preparation by tax- 
payers. Furthermore, the great body of 
interpretative authority under the federal 
law can be brought to bear in the solution 
of, state income tax problems of similar 
nature. 


The Arizona legislator who challenged 
his fellows to adopt the Ten Command- 
ments as the law of the state without 
amendment, and promptly found his bill 
amended, had a valid point which applies 
as well to state attempts to follow federal 
income tax law. More often than not, they 
“follow federal, but—.” Thus minor changes 
in wording can produce major changes in 


results. For instance, a federal provision ap- 
plicable to gross income may be adopted 
but made applicable to net income instead. 


Furthermore, most state legislatures meet 
only every second year. The federal provi- 
sion adopted in one year may be changed 
by Congress before it has a chance to be- 
come settled in the state system. There is 
also a tendency to jump the gun on changes 
anticipated in federal law. Several states 
have considered versions of the Jenkins- 
Keogh bill, permitting taxpayers to take an 
income tax deduction for contributions to 
individual retirement funds, although the 
federal bill has been before Congress for 
several years without action. 


Even so, the process of bringing state in- 
come tax laws in line with the federal con- 
tinued in 1957. It appears that no one 
income-taxing state swallows the federal 
system whole, but they proceed to adopt federal 
provisions on a selective basis and in a 
succession of legislative years. Thus Min- 
nesota continued the process of bringing its 
system in line with the federal income tax 
by adopting 35 separate amendments in 
1955 and a dozen more this year. Iowa 
accepted the federal adjusted-gross-income 
concept for individuals and the federal tax- 
able-income concept for corporations in 
1955, then changes made in these provisions 
of the 1954 Code up to the end of December, 
1956, were adopted in 1957 to keep the state 
system in line with the federal. 


Corporations subject to Arkansas income 
tax may now deduct contributions for re- 
ligious, charitable or educational purposes 
within the usual 5 per cent limitation. Min- 
nesota has discontinued the corporation 
credit, graduated according to the propor- 





State Tax Collections by Tax* 


Sales and gross receipts taxes 
General 
Gasoline ey 
Alcoholic beverages ... 
Tobacco products 
Other 


Vehicle and operators’ licenses. . 


Individual income taxes 

Corporation income taxes 
Property taxes . 
All other state taxes 


Total tax revenue 


Per Cent 

Amount Increase Per 
(Millions) 1956 to 1957 Capita 
$ 8,341 6.9 $50.15 
3,291 84 19.79 
2,821 5.0 16.96 
568 40 3.42 
553 7.5 3.33 
1,108 89 6.65 
1,366 5.5 8.22 
1,563 13.8 9.40 
984 10.6 5.92 
480 26 2.88 
1,695 94 10.18 
... $14,429 7.9 $86.75 


* Year ending June 30, 1957. Source: United States Department of Commerce. 
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tion of property and payroll within the 
state; on the other hand, the flat tax of $5 
on each return has been repealed. For al- 
location purposes, Montana will allow sep- 
arate accounting when a corporation presents 
evidence that proper segregation of income 
is accomplished. 


Broad changes made in the North Carolina 
corporate income tax were intended to en- 
courage the location of new businesses in 
the area. Important among these was the 
new formula for allocating corporate income 
within and without the state. Under the 
new formula, income from intangibles is to 
be allocated to the state where the corpora- 
tion has its headquarters, as are dividends, 
gains from stock and royalties. Income 
from lease or rental of real estate or tangible 
personal property is to be allocated to the 
state where the property was located. In- 
come from other investments unrelated to 
the business carried on in North Carolina 
will be allocated to the state of the situs of 
the investment. The balance of income will 
be allocated on a_ property-payroll-sales 
formula. 


Income tax rate changes.—Collections 
from state income taxes scored the heaviest 
percentage increases of all state tax types 
in the fiscal year 1957 compared with 1956. 
Individual income tax revenue rose 13.8 per 
cent, while corporate tax revenue was up 
10.6 per cent. Income tax changes made in 
1957 may continue this trend, assuming a 
generally high level of business. 


Corporate income taxes were increased 
by three states. Kansas raised its rate from 
2 per cent to 3 per cent and Montana, from 
3 per cent to 5 per cent. In Idaho, the cor- 
porate rate, which ranged from 1.5 per cent 
to 8 per cent, was fixed at a flat 8 per cent 
plus a 10 per cent surcharge on the amount 
of tax computed. Temporarily increased 
corporate levies were extended for the cus- 
tomary two years by Connecticut, Massa- 
chusetts, Minnesota and Pennsylvania. In 
Rhode Island, the extension of the increased 
levy was limited to one year. Colorado, 
which granted a 20 per cent reduction for 
the years 1950 to 1956, limited the reduction 
to 15 per cent for 1957. While Oregon 
reduced its tax on business corporations 
from 8 per cent to 6 per cent, it withdrew 
the credit for personal property tax pay- 
ments, except on manufacturers’ and proc- 
essors’ materials, goods in process and 
finished goods. 


Individuals in the higher income tax 
brackets will be paying more tax in several 
states. Kansas increased the personal in- 


890 


come tax rate on income of $5,000 to $7,000 
from 3 per cent to 3.5 per cent and on 
income over $7,000, from 4 per cent to 5 
per cent. Each second $1,000 of personal 
income in Montana will be taxed an addi- 
tional .5 per cent and income over $7,000, 
an additional 1 per cent. In Idaho, the tax 
bracket for each $1,000 of personal income 
under $5,000 was increased, and a temporary 
surcharge equal to 10 per cent of the tax 
in excess of $60 was imposed for 1957 and 
1958, instead of an over-all surtax of 7.5 
per cent. Oregon repealed the surtax equal 
to 45 per cent of the tax but increased its 
graduated rates resulting in nearly identical 
total tax rates. 

In Massachusetts, Minnesota and Wis- 
consin, the temporary higher levies on per- 
sonal income were all extended two more 
years. Colorado granted a 15 per cent re- 
duction for 1957, compared to a 20 per cent 
reduction for 1950 to 1956. New York 
granted individuals the same reduction on 
1956 income that it gave for 1955. 


Some states granted relief from income 
taxes to some individual taxpayers by in- 
creasing the personal exemptions. Colorado 
increased its personal exemptions for the 
taxpayer and his dependents from $600 to 
$750 and Oregon, from $500 to $600. North 
Dakota and the District of Columbia gave 
blind taxpayers an additional exemption. 
The district also gave an additional exemp- 
tion to persons over 65. However, Montana, 
in adopting the same exemptions as the 
federal law, lowered the exemptions for 
individuals from $1,000 to $600 and for 
married persons, from $2,000 to $1,200. 
Arkansas repealed its personal exemptions 
and changed over to credits against the tax 
resulting in somewhat higher taxes for 
single individuals. 


Withholding spreads.— Withholding of in- 
come tax by wage and salary deductions 
continues to spread. This year Indiana 
inaugurated withholding from residents of 
its gross income tax, while Utah put in a 
similar requirement but limited it to the 
income of nonresidents. These actions 
bring to 11 the number of states which 
require withholding from residents of state 
income tax at the source, and to four the 
number which exact the requirement only 
for the income of nonresidents. 


Gasoline taxes boosted.—Quick revenue 
will be produced in the states which in- 
creased their gasoline taxes in the course 
of 1957 legislative sessions. The trend 
toward gasoline taxes above a nickel a gal- 
lon continues, with more than 30 states now 
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charging local motorists six or even seven 
cents per gallon, the latter currently the 
highest regular rate. This year Nebraska 
joined the ranks of the seven-cents states, 
up from six cents per gallon. Jumping 
from five cents to six cents per gallon are 
New Hampshire, Utah and South Dakota. 
The Indiana gasoline tax has gone up to 
six cents from four cents. Extending cur- 
rent rates are Iowa, six cents, and Montana, 
seven cents. Up to 6% cents per gallon 
goes the Vermont gasoline tax, while Okla- 
homa has imposed a temporary one cent per 
gallon increase to cover the repair of bridges 
and roads damaged in the floods, making its 
rate 7.58 cents. In Pennsylvania, a tempo- 
rary one cent rate was not extended, reduc- 
ing the tax from six cents to five cents. 


Cigarette tax activity—When the gov- 
ernor vetoed the new three-cents-a-pack 
cigarette tax, Maryland failed.to become the 
forty-third state to impose this tax. But 
the range of rate changes in other states 
was generally upward. Leading the parade 
was Montana with a two-step increase— 


first from four cents to five cents, and then 
later in the same session from five cents to 
eight cents per pack. The Vermont rate 
Was increased to five cents; similarly, the 
Wisconsin tax went from four cents to five 
cents. The Michigan cigarette tax jumped 
from three cents to five cents. Increases of 
three cents to four cents a pack were en- 
acted in Kansas and Nebraska, while 
Wyoming upped its tax from two cents to 
three cents. These higher state levies plus 
a growing number of city and local ciga- 
rette taxes point to greater revenue yields 
from_this source in the years coming up. 


Significant property tax changes.—In the 
field of property taxation, the trend toward 
exemption of property in transit (tempo- 
rarily stored in a warehouse for transship- 
ment outside the state) continued. Legislation 
of this nature was reported in Idaho, Min- 
nesota, North Dakota, Utah and .Wisconsin. 
Kansas repealed the 2 per cent discount for 
payment of the second half before the due 
date for the first half of the taxes. Wis- 
consin introduced an occupational tax of 





State Tax Collections by States* 


Amount Per 

(Millions) Capita 
1. California ... .. $1,637 $121.88 
2. New York . 1,440 88.94 
3. Pennsylvania . 905 82.58 
4. Michigan 771 102.65 
5. Illinois 691 3.24 
6. Ohio 677 74.40 
» Ai 9 EE aa ee 653 73.11 
8. Massachusetts 414 85.95 
9. Florida ..... 374 99.24 
10. Louisiana ....... 373 124.14 
11. North Carolina 370 83.60 
12. Wisconsin 356 94.57 
13. Washington 355 133.08 
14. Virginia 316 86.53 
15. Georgia . 315 84.73 
16. Indiana . 299 67.86 
17. Minnesota 293 90.27 
18. New Jersey 281 51.96 
19. Missouri ... 266 62.55 
20. Tennessee 264 76.22 
21. Maryland 251 89.13 
22. Towa ... 244 90.74 
23. Oklahoma 236 105.37 
24. Connecticut . 228 101.98 
25. Alabama . 223 71.22 


Amount Per 

(Millions) Capita 

26. Kentucky 201 66.68 
27. Oregon 193 112.32 
28. South Carolina 184 78.34 
29. Mississippi ... 161 75.58 
30. Kansas 158 75.15 
31. West Virginia 155 78.23 
32. Colorado 153 95.07 
33. Arkansas 125 68.99 
34. Arizona , 107 101.43 
35. New Mexico . 97 118.86 
36. Utah aS) 77 94.51 
37. Nebraska . 74 52.11 
38. Maine ae pt 71 77.54 
39. Rhode Island 63 75.56 
40. Montana .... 53 82.50 
41. North Dakota 52 78.77 
42 Idaho -2.+.:. 51 81.14 
43. Delaware 44 109.78 
44. South Dakota 43 61.29 
Sic Nevada .. 2... 36 145.13 
46. Vermont 35 94.37 
47. Wyoming 34 104.45 
48. New Hampshire 33 59.40 
Total $14,429 86.75 


all state and local taxes ranges from about one 


* Year ending June 30, 1957, Source: United 


States Department of Commerce. 

State collections above do not include local 
government taxes which, nation-wide, total 
about the same as state taxes. Latest available 
data indicate that the state-collected share of 
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third in a few states to three fourths in some 


states. In many states having relatively ‘‘high’’ 
state-imposed taxes, local taxes are less than 
average. 
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2% cents per ton on crude oil handled in 
the state, in lieu of property taxes on the 
crude oil and petroleum products. Arkansas 
has joined the group of states with statutory 
apportionment of airline flight property. 


The intangibles tax rates have been 
doubled on moneys, deposits, stocks and 
bonds in Florida, except local mortgage 
notes and bonds issued after 1941. On the 
other hand, Iowa has exempted moneys, 
credits and accounts receivable not bearing 
interest. South Dakota likewise has exempted 
moneys, deposits and evidences of indebted- 
ness not bearing interest and, in addition, 
has waived the tax on the first $5,000 of 
taxable moneys and credits. 


Other changes.—For the rest, the changes 
ran the gamut of state taxes, including an 
increase in the West Virginia chain-store 
tax, higher motor vehicle and truck fees and 
licenses in several states, some changes in 
liquor taxes, a new oil and gas tax in 
Kansas, plus higher rates for the Arkansas 
and North Dakota severance taxes. A sign 


tax on uranium. Wunes taxes rarely die or 
fade away, it’s noteworhy that the New 
York City auto use tax was repealed. Also 
in the cheerful category is the action in 
New York increasing the income tax de- 
pendency exemption for college students 18 
years of age and over from $400 to $800. 
Utah will educate motorists with the pro- 
ceeds of an extra $1 tax per registered 
vehicle. 


Trading stamps were also in the tax news. 
Tennessee levied a 2 per cent tax on the 
gross receipts derived from the sale of 
goods or merchandise along with trading 
stamps. However, this tax never became 
operative, since it was held invalid by the 
Tennessee Supreme Court. Kansas out- 
lawed trading stamps, where it had formerly 
licensed them. 


Among the noteworthy quotes from gov- 
ernors’ messages as 1957 sessions began 
was this statement from Governor Furcolo 
of Massachusetts: “I believe the business- 
man fears the uncertainties of what taxes 
may turn out to be more than the actual 
taxes themselves.” With an increasing 
number of states adopting annual sessions 
for their legislatures—14 legislatures now 
meet every year—continued uncertainties as 
to the cost and impact of state taxes appear 
to be likely. One important fact that bears 
watching is the growing number of tax 
study commissions and advisory boards that 
are working on the problem in the states. 
Among those establishing such commissions 
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during 1957 or appointing such committees 
were Arizona, California, Florida, Indiana, 
Michigan, Ohio, South Carolina, Texas and 
Washington. The usual direction to such 
groups is to study the impact of the local 
tax system and compare it with that of 
other states, all with the view to future 
changes. 

One final encouraging note. You can 
now retain a buffalo in the State of Colorado 
without being required to obtain a permit 
or license for a “quadruped park.” That's 
one less license or tax! 


State Taxation 


of Public Service Corporations 


Mr. Fred L. Cox presented the following 
speech at the Seventh Annual Conference 
of the Southeastern Association of Tax Ad- 
ministrators, St. Simons Island, Georgia, 
which was held August 18-21, 1957. The 
author is director of foreign corporation 
income taxes, Department of Revenue, State 
of Georgia. He spoke on certain phases of 
state taxation of public service companies 
which is measured by net income and as it 
relates to transportation companies. 


The inherent complexity of state taxation 
of property moving in interstate commerce 
no less abounds in allocating and appor- 
tioning income from the use of the property 
in the commerce. As a matter of fact, the 
complexity seems to be accentuated in the 
case of income. A review of the case law 
discloses no unclouded course for our safe 
direction. Perhaps the most categorical 
conclusion to be had from a review of 
court decisions is the utter lack of clear 
and cogent judicial interpretation of state 
taxing power with respect to interstate 
movables and the income derived there- 
from. 


The decisions of the United States Su- 
preme Court touching state taxation of 
interstate movables reflects certain consti- 
tutional limitations. The discussions are re- 
plete with the doctrines of the Commerce 
and Due Process Clauses and with the 
requisites necessary for state jurisdiction 
to tax. Implicit in all the decisions, in the 
absence of some constitutional prohibition, 
are (1) the principle that “taxes are what we 
pay for civilized society” and (2) the basic 
concept that taxing power is present where 
property has acquired a situs, even though 
migratory, where business activities and 
transactions are performed and where in- 
come is captured and lawful protection 
afforded during the process. The test of 
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jurisdiction to tax was clearly and con- 
cisely stated in Wisconsin v. J. C. Penney 
Company, as follows: 


“The test of whether a tax law violates 
the due process clause is whether it bears 
some fiscal relation to the protection, op- 
portunities and benefits given by the state, 
or in other words, whether the state has 
given anything for which it can ask a 
return,” 


From the many decisions involving due 
process, it is clear that there must be some 
connection between the purpose of juris- 
diction and the fact of jurisdiction. 


Where jurisdiction might otherwise at- 
tach, there is the constitutional limita- 
tion as to the choice of a proper tax 
incidence. The states have delegated to 
Congress, in what has become known as 
the Commerce Clause, the power to “regu- 
late commerce with foreign nations, and 
among the several states.” While the reach 
of the inherent and reserved taxing power 
of the state is great, the constitutional sepa- 
ration of the federal and state powers makes 
it essential that no state be permitted to 
exercise, without authority from Congress, 
those functions which it has delegated to 
Congress. A proper constitutional channel 
must be selected to impose a state tax upon 
business that is exclusively interstate in 
character. If a tax on such business is regu- 
latory or unduly burdensome, it cannot 
constitutionally stand. The incidence of the 
tax provides the answer as to its constitu- 
tional validity. 


But where a state tax bears no relation 
to the subject of regulation or is not so 
burdensome as to be in effect regulatory, 
there is no constitutional prohibition against 
its imposition. In other words, the state is 
not precluded from imposing taxes upon 
movable property, business activities, net 
income or any other aspects of an interstate 
business which, unrelated to the subject of 
regulation, are subject to the sovereign 
power of the state. A state tax may be 
constitutionally imposed upon the operation 
of an interstate business, not prohibited by 
the bar of regulation, so long and to the 
extent that its burden is reasonably related 
to the reserved powers of the state and is 
nondiscriminatory. 


There are areas and aspects of commerce 
which defy classification as intrastate or 
interstate: transactions which may be 
deemed a single process across state lines, 

21 strc f 250, 311 U. S. 435 (1940). 


2 Northwest Airlines, Inc. v. State of Minne- 
sota, 1 stc { 475, 322 U. S. 292 (1944). 
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points of intersection between the state and 
federal powers to tax and overlapping orbits 
within which both may operate. Nowhere 
in our national economy and fiscal policy 
is this more apparent than in public service 
operations. With such an involvement, the 
Supreme Court has declared that “nice 
distinctions are to be expected.” 


It was observed in the Northwest Airlines’ 
decision that some conflict and confusion 
are inevitable under our federal system and 
that the resolving of the delicate balance 
between the state taxing power and the 
constitutional guarantees of the Commerce 
and Due Process Clauses is a matter for 
Congressional action—not that of the Su- 
preme Court. Congress has defaulted in 
the premise, and the Supreme Court, im- 
pelled by the force of what it considered 
a necessity, has attempted to fill the vacuum 
by judicial decrees. The process has had 
the inevitable effect of further confusing 
an already overconfused public. 


Because of the conflicting court decisions 
touching the taxation of public service cor- 
porations, I believe it well to consider the 
various judicial doctrines which have evolved 
concerning this area of taxation. The early 
decisions relating to the taxation of inter- 
state movables held to the ancient “mobilia” 
maxim that such property was taxable at 
the domicile of the owner. Beginning with 
Hays v. Pacific Mail S. S. Company* decided 
in 1854 and continuing through Southern 
Pacific Company v. Commonwealth of Ken- 
tucky* decided in 1911, the rule prevailed 
that the state of domicile had the exclusive 
jurisdiction to tax seagoing vessels, even 
though such vessels never were within the 
territorial limits of the state. Also, vessels 
moving in inland waters and engaged ex- 
clusively in interstate commerce were held 
to be taxable only at the situs of the 
owner's domicile. 


The only exception to the mobilia doc- 
trine in taxing interstate movables was 
where the property had acquired an actual 
situs in a nondomiciliary state. This excep- 
tion to the rigid mobilia doctrine gradually 
evolved into the more flexible doctrine that 
property not in commercial transit should 
be taxed at its physical situs. 


The mobilia doctrine is said to have had 
its beginning back in the Middle Ages 
when movable property consisted princi- 
pally of jewels, gold, silver and other precious 
metals which could be easily moved from 


*17 How. 596 (1854). 
* 222 U. S. 63 (1911). 
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one taxing jurisdiction to another. The shift 
from this philosophy to the doctrine that 
property should be taxed where it was 
kept and used began with Pullman’s Palace 
Car Company v. Commonwealth of Pennsyl- 
vania® in 1891, where the Supreme Court 
held that Pennsylvania had the constitu- 
tional right to tax such proportion of the 
total value of the Pullman Company’s capi- 
tal stock as the number of miles its cars 
traveled in Pennsylvania bore to the total 
number of miles its cars traveled every- 
where. Eight years later in American Re- 
frigerator Transit Company v. Hall; it was 
held that the nondomiciliary state could tax 
rolling stock by an appraisement and valuation 
of the average amount of property thus habitu- 
ally used and employed in the taxing state. 
This doctrine of apportionment of inter- 
state movables was concisely restated and 
re-emphasized by the Court again in 1933 
in the case of Johnson Oil Refining Com- 
pany v. Oklahoma." 


Following the departure from the mobilia 
maxim to the doctrine of apportioning inter- 
state movables on land, the Supreme Court, 
in Mississippi Valley Barge Line Company v 
Ott,® in 1949 extended the doctrine of tax 
apportionment to vessels operating in inter- 
state commerce on inland waters. 


The rationale of the transition from the 
rigid mobilia maxim to the apportionment 
doctrine of taxing interstate movables ap- 
pears to be the recognition that the inter- 
state movables were receiving government 
protection and commercial benefits,supplied 
by states other than the owner’s domicile 
and, therefore, had an economic right to ask 
something in return. The decisions do not 
contravene the constitutional prohibitions 
against a nondomiciliary state taxing inter- 
state movables beyond the economic values 
supplied by the state; rather they empha- 
size that the requirements of the Commerce 
and Due Process Clauses are fully met 
when the tax is fairly apportioned to the 
commerce carried on within the state. 

Some extra-fine legal niceties must be 
employed to reconcile the Mississippi Valley 
Barge Line decision with the decision in 
Northwest Airlines, which indicated a re- 
treat from apportionment begun in Pull- 
man’s Palace Car Company and a return to 
the mobilia doctrine. Since I am not too 
adept at the turning of legal phrases and 
distinguishing the fine niceties of judicial 
opinions, I must bear the burden of over- 


coming the apparent conflict with a pre- 
ponderance of the Court’s own decisions. 


The Supreme Court followed the Missis- 
sippi Valley Barge Line decision of 1949 
with the decision in Standard Oil Company 
v. Peck® in 1952 and Braniff Airways, Inc. 
v. Nebraska State Board of Equalization and 
Assessment in 1954, further strengthening 
and expanding the apportionment principle 
begun with Pullman’s Palace Car Company. 


In the case of Johnson Oil Refining Com- 
pany, cited at footnote 7, the Court said: 


“The basis of . . . [a state’s] jurisdiction 
[to tax tank cars used in interstate com- 
merce] is the habitual employment of the 
property within the state.” 


In the Braniff Airways case, the Court 
held that 18 regularly scheduled stops per 
day, with no suggestion as to how many 
less, were sufficient to confer taxing juris- 
diction for purposes of a property tax on 
interstate movables and that due-process 
requirements would be satisfied if “the tax 
in practical operation has relation to oppor- 
tunities, benefits or protection conferred or 
afforded by the taxing state.” 


In a number of water-carrier cases, it has 
been held in substance by the Supreme 
Court that the rule of tax apportionment 
for rolling stock of railroads in interstate 
commerce is applicable to vessels in inter- 
state commerce and that no reason exists 
to place water transportation on a different 
constitutional basis than other interstate 
enterprises. 


In the case of Memphis Natural Gas Com- 
pany v. Stone™ in 1948, the Supreme Court 
sustained an excise tax for carrying on, 
within the state, activities of maintenance, 
repair and manning an exclusively interstate 
pipeline operation. The tax was measured 
by a proportion of the capital employed 
within the state. The Court held that the 
tax was a reasonable exaction for what was 
done within the state and that no multiple 
burden resulted from duplication in another 
state. 

Thus it appears, from these decisions 
of the Supreme Court still in full force and 
effect, that property, activities and instru- 
mentalities of public service corporations 
used exclusively in interstate commerce are 
subject to state taxation when two condi- 
tions are favorably met, namely, a proper 
incidence and a proper measurement. 





5141 U. S. 18 (1891). 

*174 U. S. 70 (1899). 

*1 stc { 471, 290 U. S. 158 (1933). 

®2 stc { 200-031, 336 U. S. 169 (1949). 
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® 2 stc { 200-047, 342 U. S. 382 (1952). 
1% 3 stc { 200-113, 347 U. S. 590 (1954). 
1 2 stc {| 200-030, 335 U. S. 80 (1948). 
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As already suggested, a state tax which 
attempts to regulate interstate commerce 
or the privilege to engage in such commerce 
cannot constitutionally stand. However, if the 
subject of the state tax is nonregulatory—such 
as a tax on migratory property, business activi- 
ties, use of roads, net income or any other 
tax of a nonregulatory character—it meets 
the test as to a proper incidence and may 
be constitutionally imposed. 


Now, what is a proper measurement? 
This could very well be the “$64 question.” 
This one thing we know from the evidence 
of equity, logic and law: The measurement 
must bear a close relationship and insepa- 
rable tie between the protection and benefits 
supplied by the state and the amount of the 
tax load. The type of measurement which 
may be reasonable when applied to one 
public service corporation may be alto- 
gether unreasonable when applied to another 
that conducts operations of a different char- 
acter. The same applies as to a difference 
in the type or subject of the tax. For in- 
stance, a measurement of revenue miles to 
determine the amount of a railroad’s income 
tax might not be a proper measure to deter- 
mine the amount of an excise on the activi- 
ties and maintenance of an interstate pipeline. 


For purposes of this paper and because 
of the time limitation, I shall restrict any 
suggestion of measurement to three types 
of public service corporations and only 
to taxes measured by net income. 


First, let us consider railroad companies, 
bearing in mind that no formula is an exact 
science and that any formula should ac- 
complish two results, namely, (1) reflect 
appropriate weight of the factors producing 
the income to be apportioned; (2) make 
compliance and administration simple. These 
results are paradoxical but not impossible 
of a reasonable solution. 


For property tax purposes, migratory 
property of railroads in the ratio of miles 
traveled in the state to miles traveled 
everywhere has been held by the Supreme 
Court to be a proper basis for levying the 
tax> Since a railroad derives its income 
chiefly from the transportation of persons 
and freight cargo and the net income to be 
apportioned is earned only as the migratory 
property travels, it appears that mileage 
times the revenue received, or revenue- 
miles, would be an acceptable basis on 
which to apportion income and would solve 
to a reasonable extent the paradox of ac- 
curacy and simplicity. 


State Tax News 


Second, let us consider a pipeline com- 
pany, the principal income of which is 
derived from the transportation of pe- 
troleum products measured by barrels. The 
income to be apportioned is earned when 
and in the jurisdiction where one barrel is 
transported one mile, without the rate fluc- 
tuation to which railway cargo is subject. 
Thus, it seems that a fair basis of appor- 
tioning income of this type of pipeline com- 
pany would be the ratio of barrel-miles 
within the state to barrel-miles everywhere. 


Third, we consider an airline company, 
which presents a more confusing and com- 
plex problem. Unlike the railroad and pipeline 
companies where roadbeds and rights-of- 
way must be maintained and income opera- 
tions within the state chiefly limited thereto, 
the airline company may operate a fleet of 
planes through the air over the state with 
little or no ground contact with the state. 
In such a situation, technical jurisdiction 
may prevail. Furthermore, the company 
may operate planes over the high seas 
where no state or country has any semblance 
of jurisdiction. To apportion income on 
the basis of a formula of which mileage is 
a major component would attribute income 
for taxation to a state from which little or 
no compensatory benefit had been received 
and, in the case of the high seas, not even 
the power or need to tax. Thus, it is appar- 
ent that a different and more fluid formula 
must be used to apportion the incomes of 
airline companies. 


Since all of the income received by an 
airline company is attributable to jurisdic- 
tions supplying police protection, civil and 
commercial benefits, and having the consti- 
tutional right to ask something in return, 
all of the net income should be apportioned 
to the jurisdictions in the ratio that business 
activities were performed therein and com- 
pensatory benefits were enjoyed. To equitably 
and simply meet this end, I am suggesting: 
a two-factor formula of receipts from load- 
ings within the state to receipts from 
loadings everywhere, and the receipts from 
unloadings within the state to receipts 
from unloadings everywhere. 


The comments and suggestions made in 
this short presentation are without claim 
of being bombproof, and they are not offered 
as a panacea to a mixed and confused area 
of state taxation. Indeed, they may create 
more problems than they solve, but are 
nevertheless made as a challenge for some 
constructive thinking and planning to the 
end that progress will be made for the tax- 
payer and the states. [The End] 
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FEDERAL TAX 


December 2 


(December 1 is a Sunday)—— 

Last day for an employee to file amended 
withholding exemption certificate for 
ensuing year where exemption status 
has changed prior to December 1. If 
the decrease in exemptions occurs in 
December, the new certificate must be 
furnished within ten days of the date on 
which the change occurs. Form W-4. 


December 16 





(December 15 is a Sunday) 


Payment of the second (last) installment 
of 15 per cent of estimated tax by cal- 
endar-year corporations; if the require- 
ments for a declaration are met after 
August and before December 1, the 
declaration and 30 per cent of the 
entire estimated tax must be paid; also 
an amended declaration can be filed, 
showing more or less estimated tax. 
(Code Sections 6016, 6154.) Form 
1120-ES. 

Due date, by general extension, of returns 
for the fiscal year ended June 30, 1957, 
in the case of (1) foreign partnerships; 
(2) foreign corporations which maintain 
offices or places of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United 
States. (Code Sections 6081 and 6151; 
Regulations 118, Section 39.53-3(a).) 
Forms: (1) Form 1065; (2)-(4) Form 
1120; (5) Form 1040. 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) employees’ 
tax deducted under Section 3102 and 
(3) employer’s tax under Section 3111 


November, 1957 


December 31 
Due date for payment of the following 





CALENDAR 


where, during the preceding month, the 
aggregate of such amounts exceeded 
$100. If an employer pays wages to 
agricultural labor subject to taxes under 
(2) and (3) above, he will make a sepa- 
rate computation for this group to de- 
termine whether the $100 minimum has 
been exceeded. (Regulations 120, Sec- 
tion 406.606.) Form 450 (depositary 
receipt). 


Monthly information returns of stock- 


holders and of officers and directors of 
foreign personal holding companies due 
for November. (Code Section 6035.) 
Form 957. 


Due date for delivery to local director of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 





excise taxes for November to an au- 
thorized depositary, if such taxes, re- 
portable for November, exceeded $100: 
taxes on safe deposit boxes; transporta- 
tion of oil by pipeline; telephone, tele- 
graph, radio and cable messages and 
services; transportation of persons; ad- 
missions, dues and initiation fees; gaso- 
line, lubricating oils and matches; sales 
by manufacturers, including sales of 
pistols and revolvers; processing of 
certain oils; sales by the retailer; 
manufacture of sugar; transportation of 
property; and diesel fuel. (Regulations 
477.4.) Form 537 (depositary receipt). 


Due date of federal use tax return and 


payment of tax on highway motor 
vehicles, if first use occurred in Novem- 
ber, 1957. (Regulation Sections 41.6011 
(a)-1, 41.6071(a)-1.) Form 2290. 
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1958 U. S$. MASTER TAX GUIDE 


“America’s Number One Tax Help” 


Anyone who needs a handy desk or brief-case tax aid for quick, ready 
reference will welcome this brand-new CCH publication. 
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For, not only does the MASTER TAX GUIDE explain the basic rules 
affecting business or personal income tax questions, but it protects you 
against overpayments and costly mistakes in year-end tax planning. Here 
you have clear-cut examples—based on typical tax situations—to illustrate 
the explanations. Moreover, the GUIDE is eager to assist in the prepara- 
tion of 1957 income tax returns to be filed in 1958 and in handling everyday 
federal tax problems all through the months ahead. 


CHICAGO 30, ILL. 
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Based on the Internal Revenue Code—as amended to date of publica- 
tion—Regulations, controlling Court and Tax Court decisions, the 1958 U. S. 
MASTER TAX GUIDE is a compact source of tax facts and figures im- 
mediately useful in working out sound answers to tax problems. 


4025 W. PETERSON AVE. 


BOOKS BY MAIL 


— ne sf on Leading the field, the GUIDE 
is the highly polished product of 
more than forty years’ experi- 
ence in federal tax reporting. 
Completely dependable, it’s pro- 
duced by the seasoned CCH 
editorial staff which makes CCH 
publications the standard for 
measurement. 


Tax-alert men use the GUIDE 
to advantage . . . so can you. 
For further details on “America’s 
Number One Tax Help”, see the 
other side. Please take a minute 
to scan some of the special fea- 
tures—to look over the brimming 
table of contents. 
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Order Card 


® 


1958 U.S. MASTER TAX GUIDE 


CCH Products Company 
4025 W. Peterson Ave., Chicago 30, III. 


Sirs: Send for our own use or distribution and not 
for resale . . . copies of CCH’s 1958 U.S. MASTER 
TAX GUIDE at prices quoted below. Remittance 
with order saves postage and packing charge. 


1 to 4 copies. . $3.00 ea. 
5 to 9copies . $2.70 ea. 
10 to 24 copies. $2.40 ea. 
25 to 49 copies. . $2.00 ea. 


C) Remittance herewith C] Send bill 


() Also quote prices on larger quantities with our 
imprint if desired. 


Signature & Title 


Attention 


Street & Number 
8101—898 


City, Zone & State 


(If ordering by letter or purchase order, 
please attach this card.) 
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1958 U. S. MASTER TAX GUIDE 


Designed Throughout for Quick, Easy, Practical Use 


Some of the many features you'll like... 


Complete and Authoritative © Based on Years of Actual Experience ¢ 
Written in Plain English ¢ Easy to Understand, Easy to Grasp ® Guards 
Against Mistakes, Penalties © Saves Time, Trouble © Quick-Reference 
Topical Index ¢ Includes Rate Tables @ Check Lists of Income, Deduc- 
tible and Nondeductible Items © Helps You “Get Off on the Right Foot” 
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Tax Tables 


Due Dates—1958 
Rundown of 1957 Tax Changes 


Withholding Tables 
Estate and Gift Tax Rates 


Rate Tables 
Individuals’ Rates 
Corporations’ Rates 


Excise Tax Rates 
Check Lists 
Rapid Tax Calculator 


Explanatory Text—Income Taxes 


Individuals Corporations 

Partners and Partnerships Trusts—Estates—Decedents 
Tax Accounting Gross Income 

Exclusions from Gross Income Sale or Exchange of Property 
Deductions Current Payment of Tax 


Tax Treaties—Foreign Income— Returns—Payment of Tax— 
Foreign Taxpayers Non-Wage Withholding 


Administration and Procedure Stocks, Bonds, Dealers, Investors 








As a convenient desk tool ... it can’t be beat. So don’t let tax “puzzlers” 
beat you, when you can have 448 pages of top-flight tax help for only $3 
acopy. Fill in and Mail the attached Order Card TODAY! Yours will 
be one of the first-press copies—for that wanted “head start” on year-end 
tax planning. 


A COMMERCE CLEARING HOUSE Publication 


UCTS, COMPANY. 
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